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— August 2000 — 


This is a commentary of the Governing Council of the Bank of Canada. It 
includes information received to 4 August 2000 
and updates the Monetary Policy Report released on 11 May 2000. 


Information received since the last 
Monetary Policy Report continues to show 
solid economic growth in the United States, 
Europe, and the emerging markets. The 
Japanese economy has also shown signs of 


Highlights 


e The Bank has revised up its projection of 
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an annual rate of 4.9 per cent. Based on 
available indicators, the Bank estimates that 
growth in the second quarter remained 
strong at between 3.50 and 4.25 per cent. 


strength of aggregate demand in the 
Canadian economy and to a range of 
indicators of pressure on capacity. 


Government 
Publications 


PAL 
=-N 43 


Bone KY Der (CA MA DA 


MS + 


big 
é i 


\ e 
Le 


Monetary Poticy REPORT 


| Oe is DATE 


— August 2000 — 


This is a commentary of the Governing Council of the Bank of Canada. It 
includes information received to 4 August 2000 
and updates the Monetary Policy Report released on 11 May 2000. 


Information received since the last 
Monetary Policy Report continues to show 
solid economic growth in the United States, 
Europe, and the emerging markets. The 
Japanese economy has also shown signs of 
improvement. As the global economy 
continues to expand and oil producers 
maintain production quotas, the world price 
of crude oil and the North American price of 
natural gas have been higher than expected. 
In contrast, prices for most non-energy 
commodities have been below expectations. 

In the United States, core inflation, which 
excludes energy and food prices, has 
continued to edge up. Recent data indicate 
that the pace of U.S. activity remains robust. 
However, there have been signs of slowing in 
interest-rate-sensitive sectors. Whether the 
slowing will be sufficient to reduce inflation 
pressures is not yet clear. Given the tight 
labour market, the balance of risks suggests 
continued upward pressure on U.S. core 
inflation. 

In Canada, the growth of aggregate 
demand in the first quarter was at the top end 
of the Bank’s expectations. Propelled by 
strong exports to the United States and by 
buoyant business investment, real GDP rose at 
an annual rate of 4.9 per cent. Based on 
available indicators, the Bank estimates that 
growth in the second quarter remained 
strong at between 3.50 and 4.25 per cent. 


Highlights 


The Bank has revised up its projection of 
real GDP growth for this year to a range of 
4.25 to 4.75 per cent, reflecting a strong 
first half in 2000 as well as upward 
revisions to output in the second half of 
sea de # 


Core inflation came in below expectations 
in the second quarter, suggesting that the 
economy’s capacity limits had not yet 
been reached. 


For the second half of this year, the Bank 
continues to expect a slowing in the pace 
of economic activity, but to a rate that 
would still be above the growth of 
potential output. 


As a result, pressures in product and 
labour markets are still expected to 
emerge and to raise core inflation to about 
2 per cent early in 2001. 

In light of these developments, the Bank 
will continue to pay close attention to the 
strength of aggregate demand in the 
Canadian economy and to a range of 
indicators of pressure on capacity. 
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Together with upward revisions to the level 
of economic activity in the second half of 
1999, these figures have led the Bank to revise 
its projection of GDP growth for 2000 to 
between 4.25 and 4.75 per cent (on an annual 
average basis), up 0.25 percentage points 
from the projection in the May Report. For the 
remainder of this year, the Bank continues to 
project a pace of activity below that of the first 
half, but still somewhat above potential 
output growth. 

Despite the stronger momentum in the 
first half, the rate of increase in Canada’s core 
CPI (which excludes the volatile food and 
energy components, and the effects of 
changes in indirect taxes) remained 
unexpectedly low in the second quarter of 
this year. This suggests that demand may not 
yet have outstripped Canada’s production 
capacity. However, excess capacity is being 
absorbed rapidly and pressures on capacity 
are expected to emerge as we progress 
through the year. Hence, core inflation is still 
projected to move close to the midpoint of the 
Bank’s 1 to 3 per cent target range by early 
2001. Because of higher energy prices, the 
increase in total CPI is now expected to remain 
above core inflation until some time in the 
first part of next year. 

In terms of the risks to this outlook, 
developments since the last Report reinforce 
the uncertainties that the Bank has been 
highlighting for some time: the risk of a 
spillover of U.S. demand at a time of growing 
spending by Canadian consumers and 
businesses; the possibility of rising inflation 
pressures in the United States and the 
implications for Canada; and the uncertain 
balance between demand and supply in the 
Canadian economy, given some signs that the 
pressures on capacity have not been as 
intense as expected earlier. 


The International Environment 


Emerging-market economies 


The performance of emerging-market 
economies has been better than expected. In 


the Asian economies, which posted solid 
export-led growth in 1999 after a slowdown 
caused by the financial crisis of 1997-98, 
growing domestic demand has contributed to 
continued strong expansion this year. The 
emerging markets of Latin America and 
Eastern Europe are also showing strength. 


Europe and Japan 

In Europe, the economic expansion 
remains solid. Strengthening employment 
and rising consumer and business confidence 
should stimulate domestic demand through 
the rest of the year. Tightening monetary 
conditions in the region should help to 
forestall inflationary pressures. 

In Japan, there are signs that the economy 
is improving. Corporate profits, business 
investment, and production have all recently 
shown some strength. Nevertheless, the 
economy remains fragile: household 
spending is weak, and the financial sector 
requires further restructuring. This has led 
the Bank of Japan to maintain its policy of 
keeping the overnight interest rate at zero, for 
the time being. 


Economic growth in Europe and in the 
; cadens vel-ota ao tai hist aca 
emerging markets is firming, but the 


Japanese economy remains fragile. 


United States 

The U.S. economy continued to expand 
rapidly in the first half of 2000: GDP rose by 
5 per cent (at an annual rate), following 
growth. of 7 per cent in the second half of 
1999 (Chart 1). This performance reflected 
particularly strong business investment 
throughout the period. Nevertheless, in 
recent months, there have been some signs 
of slowing in interest-rate-sensitive sectors. 
In particular, household and construction 
spending have slowed markedly from the 
very high levels seen earlier. The labour 
market remains tight, despite a moderation 
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Chart 1 
U.S. Real Gross Domestic Product 


Quarterly growth 


Year-over-year at annual rates 
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1999 2000 
in employment growth. Continued strong 


productivity growth, however, has kept unit 
labour costs in check. 


Jespite some signs of slowing economic 
activity in the United States, the balance 


of risks continues to point to upward | 
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Rastinereaces inunterest tates-are 
expected to slow demand growth through 
2000 and 2001. Nevertheless, the Federal 
Reserve may need to raise interest rates 
further if the high level of economic activity 
continues to put upward pressure on 
capacity and inflation (Chart 2). The degree of 
tightening expected by financial markets has 
been revised down significantly because of 
recent signs of slowing in some sectors. 
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Chart 2 
U.S. Consumer Price Index 
Year-over-year percentage change 
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Commodity prices 

The average U.S. dollar price of Canada’s 
key primary commodities, as measured by 
the Bank of Canada’s commodity price index, 
is down 1 per cent from its level at the end of 
April (Chart 3). While the price of crude oil 
has risen, prices for other primary 
commodities have fallen by about 5 per cent. 


Chart 3 
Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 
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At the end of the second quarter, despite 
two increases in OPEC production quotas, the 
price of crude oil remained substantially 
above that suggested in the May Report. Even 
with the additional increase in output 
announced by Saudi Arabia in July, it is likely 
that retail prices of products derived from 
crude oil will be higher than expected 
through the summer. The price of natural gas 
has also risen because of low stocks— 
reflecting strongly growing demand. 

Despite strong global economic 
expansion, non-energy commodity prices 
have eased. While some price declines can be 
attributed to temporary factors, declining 
lumber prices most likely resulted from 
slower-than-expected growth in U.S. 
construction. 
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The Canadian Economy 


Aggregate demand, output, and 
estimated pressures on capacity 

Growth in the Canadian economy has 
been at the high end of the range projected in 
the May Report. Real GDP increased at an 
annual rate of 4.9 per cent in the first quarter 
of 2000 (Chart 4).! Export volumes rose 
considerably, chiefly because of very strong 
growth in U.S. demand. Business investment 
remained buoyant, supported by high levels 
of profitability and confidence. Substantial 
increases in household spending reflected 
marked gains in employment and real 
incomes. The growth of import volumes did 
ease somewhat, mainly reflecting lower 
inventory accumulation. 


Chart 4 
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rojected in the May Report. 
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Available information for the second 
quarter suggests that the economic 
expansion slowed but remained strong 
(and above the growth of potential output) 
at'3°D0 to 4°25 “per cent. Indicators of 
consumer spending and of investment in 


1. Inthe May Report, real growth in the first quarter was 
expected to be between 4 and 5 per cent. 


machinery and equipment remained firm. 
Data on exports showed further solid gains, 
with shipments of machinery and 
equipment up sharply in response to 
buoyant U.S. demand. There were, however, 
signs of an easing in household spending on 
interest-rate-sensitive items such as 
housing.* And employment gains also 
slowed in the second quarter. 

Economic activity in 2000 is now 
expectedsto grow by between 4.25 and 
4.75 per cent on an annual average basis, 
slightly more than envisaged in the May 
Report. This chiefly reflects the upward 
revision to Canada’s GDP in the second half of 
1999 and the strong first half of this year. For 
the rest of 2000 and for 2001, the Bank 
continues to project a slowing pace of 
activity, primarily reflecting an anticipated 
slowing in the U.S. economy. 


Excess capacity is being rapidly absorbed. 


The strong performance of the Canadian 
economy might have suggested that Canada 
moved into excess demand in the first half of 
2000. However, several indicators suggest 
caution in making this judgment. Most 
important among these is core inflation, 
which remains below expectations. 
Nonetheless, it is clear that excess capacity is 
being rapidly absorbed, and with growth in 
demand expected to remain somewhat above 
that of potential output to the end of 2000, 
pressures on capacity are expected to 
increase.? 


Prices and costs 


The 12-month rate of increase in the core 
CPI in June, at 1.4 per cent, was down slightly 
from last March and below that projected in 
the May Report (Chart 5). In particular, prices 


2. The downturn in housing starts in the second quarter was 
exacerbated by a labour dispute in the Toronto area. 


3. An update of the Bank’s conventional measure of the output 
gap will be provided in the November Report. 
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for both durable and semi-durable goods 
were weaker than anticipated, which may 
have partly reflected lower international 
prices. These surprises also suggest that there 
was still slack in product markets in the early 
part of the year. Other statistical measures of 
the trend rate of inflation were close to the 
core rate (Chart 6). 


Chart 5 
Consumer Price Index 
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Core CPI and Statistical Measures 
of the Trend Inflation Rate 
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There has been little change in indicators 
of wage increases. The year-over-year 
increase in the average hourly wage 
(excluding overtime) for permanent workers, 
taken from Statistics Canada’s Labour Force 
Information, was 3 per cent in July, down 
slightly from 3.2 per cent in the first half 
(Chart 7). The year-over-year rise in labour 
income per person-hour was still only 1.7 per 
cent in the first quarter (Chart 8). Finally, in 
the first five months of 2000, the average 
annual increase in wage settlements in the 
unionized private sector was 2.6 per cent, 
close to the average gain in 1999. 


Chart 7 
Wage Settlements and Average Hourly Earnings 


Effective annual increase in base wage rates 
for newly negotiated settlements 
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* Source: Labour Force Information, last data point = July 2000 
** Source: Human Resources Development Canada, 


last data point = April and May 2000 


For the economy as a whole, the year- 
over-year rise in unit labour costs increased 
to 1.6 per cent in the first quarter, chiefly 


Core CPI : 
because of reduced growth in output per 
1996 1997, 1998 1999 2000 
* CPIX excludes the eight most volatile components from the CPI Chart 8 
as well as the effect of indirect taxes on the remaining components. a fase 
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continued hikes in energy prices at the 
consumer level. 
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person-hour (Chart 8). The year-over-year 
increase in output per person-hour is 
expected to rebound considerably in the 
second quarter, however. As a result, the 
underlying year-over-year increase in unit 
labour costs should fall back. (This 
excludes the effect of the federal government 
pay-equity settlements, which could add up 
to 1.5 per cent to labour income in the second 
quarter.) 

Asset prices tend to be sensitive to 
expectations of inflation and economic 
growth. In the late 1980s, for example, a surge 
in housing prices signalled the rise in core 
inflation. The housing market has tightened 
moderately since the beginning of 2000. The 
year-over-year rise in prices for existing 
homes (based on the Royal LePage index) 
was 6.4 per cent in the first quarter, up 
slightly from the rate observed in the 
preceding quarter. The year-over-year 
increase in new home prices has also risen, 
although it was only 2.4 per cent in May. 
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Core inflation, while unexpectedly low in 
the second quarter, is still expected to rise 
gradually to about 2 per cent by early 2001. 
This reflects two factors: emerging pressures 
in product and labour markets as growth in 
demand continues to outpace growth in 
potential supply, and longer-term inflation 
expectations that are staying close to the 
midpoint of the Bank’s target range. The 
resulting upward pressure on core inflation 
should be tempered somewhat by further 
reductions in import costs arising partly from 
the appreciation of the Canadian dollar since 
early 1999. 

The rate of increase in the total CPI is still 
expected to move down towards core 
inflation, with the pace determined partly by 
how quickly crude oil prices decline and feed 
through to retail prices. If crude oil prices 
average US$28 for West Texas Intermediate 


during the second half of the year, the year- 
to-year increase in the total CPI should decline 
to about 2 per cent some time in the first half 
of 2001." 


The monetary aggregates 

Growth in the narrow monetary 
aggregates continues to be strong. On a year- 
over-year basis, M1 grew by about 17 per cent 
in June, while M1+ and M1++ were up some 
12 per cent and 9 per cent, respectively. The 
pace of growth has been boosted by sharp 
increases in non-personal accounts. Part of 
the recent strength is due to an increase in the 
deposits of some financial intermediaries 
with banks. These deposits are distorting the 
information content of the narrow aggregates 
because accounts held by financial 
institutions would net out if the monetary 
aggregates were constructed on a fully 
consolidated basis. Our initial estimates 
suggest that when the data are adjusted to 
account for such distortions, the trend 
growth rate of the narrow aggregates is 
between 4 and 8 per cent. 

When these data distortions are taken 
into account, the recent growth in narrow 
money suggests that real GDP will grow ata 
pace of about 3.5 per cent in the second half of 
2000 (Chart 9). This is consistent with the 
Bank’s overall projection of GDP growth. The 
growth in narrow money also suggests that 
core inflation will increase to about the 
midpoint of the target range by early 2001. 
This, too, is consistent with the Bank’s 
projection. 

Growth in the broad monetary aggregate 
M2++ has increased since the beginning of 
the year, posting a 12-month gain of nearly 
9 per cent in June (Chart 10). This increase 
largely reflects the acceleration in the narrow 
aggregates. Overall, growth in M2++ is 
consistent with the path for inflation implied 
by the growth in narrow money. 


4. The average private sector forecast for the rate of increase in 
the total CPI is 2.4 per cent in 2000 and 2.1 per cent in 2001 (from 
the July issue of Consensus Forecasts). 
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Chart 9 


Real GDP Growth and Growth of Real Gross M1 and M1+ 
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* Two-quarter moving average of growth in gross M1, M1+ 
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Chart 10 
Core Inflation and Broad Money Growth 
Year-over-year percentage change 
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Monetary conditions and monetary 
policy operations 

Concerns about future pressure on 
capacity limits arising from strong domestic 
spending and from the continued buoyancy 
of external demand for Canadian products 
prompted the Bank to raise the Bank Rate by 
50 basis points on 17 May, soon after the 
publication of the May Report (Chart 11). This 
action, which took the Bank Rate to 6 per cent, 
followed a similar move by the Federal 
Reseme..hesbederal KReserve;smnove 
highlighted the vigour of the U.S. economy 
and underscored the risk that U.S. demand 
and inflation pressures could spill over into 
Canada. Higher interest rates were deemed 
necessary to keep the future trend of inflation 


“J 


near the middle of the Bank’s 1 to 3 per cent 
target range, thus contributing to sustained 
economic growth. 


Chart 11 
90-Day Commercial Paper Rate and the Bank Rate 
Daily 
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* The Bank Rate is the upper limit of the 50-basis-point operating band 


for the overnight rate. 


The timing and magnitude of the Bank 
Rate increase were largely anticipated by 
financial markets. Most of the rise in the 
90-day commercial paper rate occurred prior 
to the rate hike, as the financial community 
became increasingly convinced that the Bank 
would take such an action. The Bank’s move, 
therefore, had only a small impact on money 
market rates. The U.S. money market 
behaved in a similar fashion, with most of the 
rise in market rates occurring ahead of the 
Federal Reserve’s action. More recently, 
expectations of further increases in U.S. 
official interest rates over the balance of 2000 
receded, as market participants began to see 
signs of a possible slowing in the U.S. 
economy. 


North American money market rates have 
increased as a result of central bank 


tightening. 


North American bond yields drifted 
lower in the weeks following the central bank 
moves, as tighter monetary conditions 
reduced the perceived risk of a significant 
medium-term buildup in the trend of 
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=e The Canadian dollar weakened in mid-May 
nee because market participants felt that the 

30-Year Bond Yields and Inflation Expectations F 
Monthly Canadian economy would grow more slowly 
than the U.S. economy. Subsequently, the 
Canadian dollar strengthened against the 


Conventional bonds 
eee OS PAS oo ei Oe U.S. dollar when signs of a moderation in the 


Real Return Bonds U.S. economic expansion began to emerge. 

peter on ae eo eee Fluctuations in the Canada/U.S. dollar 

a ee exchange rate were largely paralleled by 

those of the Canadian dollar trade-weighted 

exchange rate. Economic fundamentals 

1998 1999 2000 | continue to support the Canadian dollar, 

* This differential is calculated using the compound interest formula. since growth remains robust, and the current 

¥ . account has moved into surplus. The Bank’s 

monetary conditions index has fluctuated 
between -5.7 and -4.8 since mid-May. 


inflation (Chart 12). These yields continue 
to be affected by the relatively small issuance 
of long-term government bonds. Combined 
with investors’ continuing demand, this 
reduced supply has resulted in an inverted 
yield curve for longer government 
maturities. 

Since the completion of the May Report, 
the Canadian dollar has been affected by 
shifts in the expectations of financial markets 
concerning the relative robustness of the 
Canadian and U.S. economic expansions. The 
Canada/U.S. dollar exchange rate (Chart 13) 
fluctuated between a low of 66.04 cents (US) 
and a high of 68.36 cents (US) over the period. 


The Bank of Canada’s Monetary Policy 
Chart 13 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It includes information received up to the fixed announcement date on 
23 January 2001 and updates the Monetary Policy Report of November 2000. 


On 23 January, the Bank reduced the Bank 
Rate by one-quarter of one percentage point 
to 5 3/4 per cent.* This action was taken in 
light of the implications of developments 
described below for the future trend of 
inflation in Canada. 


+ + + 


In its November Monetary Policy Report, 
the Bank’s projection was for continued solid 
global economic expansion but with a 
noticeable slowing in 2001, particularly in the 
United States. . 

Since then, there has been accumulating 
evidence that global economic growth has 
begun to slow somewhat more and sooner 
than anticipated. As a result, projections for 
growth in Europe and Japan have been 
revised downwards slightly for 2001. For the 
United States, we now project growth at a 
rate of 2.0 to 2.5 per cent, one full percentage 
point below the range expected in the 
November Report. This downward revision to 
the growth projection for 2001 primarily 
reflects a weaker first half, followed by a 
relatively strong rebound in the second half 
of the year. 


* The Bank has eight pre-specified dates each year for announc- 
ing changes to the Bank Rate. For the schedule of dates for the 
remainder of 2001, see Technical Box 4, November 2000 Mone- 
tary Policy Report, or visit our Web site. 


Highlights 


e The momentum of the Canadian 
economy remained solid through 
the fourth quarter of 2000, bolstered 
by strong growth in domestic 
demand. 


e The outlook for the U.S. economy 
has weakened more abruptly than 
anticipated. 


e On 23 January, the Bank lowered the 
Bank Rate by one-quarter of one 
percentage point to 5 3/4 per cent. 


e The Bank’s projection for Canada’s 
real GDP growth in 2001 has been 
revised down to about 3 per cent— 
the bottom end of the 3 to 4 per cent 
range projected last November. 


e Core inflation, at 1.9 per cent in 
December, has been marginally 
higher than anticipated, and is 
expected to steady out at about 
2 per cent through 2001. 


e With recent declines in world oil 
prices, total CPI inflation is expected 

to converge with the core rate in the 

second half of this year. 
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Despite a slowing world economy and a 
deceleration in export growth, the pace of 
economic expansion in Canada remained 
solid in the second half of 2000, bolstered by 
strong domestic demand. Indeed, growth in 
this period slightly exceeded the Bank’s 
expectations. Employment also grew rapidly, 
indicating significant momentum in the 
economy. In spite of this starting position 
going into 2001, the Bank’s projection for this 
year has been revised down to about 
3 per cent—the bottom end of the 3 to 
4 per cent range projected last November— 
because of spillover effects from a weaker 
U.S. economy late in 2000 and in the first half 
of this year. 

At 1.9 pete Ceme PCOLE INT atoll an 
December was marginally higher than 
anticipated. Although some month-to-month 
volatility may result in core inflation rising 
temporarily above 2 per cent early this year, 
the Bank’s baseline projection is for core 
inflation to steady out at about 2 per cent 
through this year. With crude oil prices 
having declined to around $30 per barrel, it 
now seems likely that total CPI inflation, 
currently just above 3 per cent, will come 
down to around 2 per cent in the second half 
of 2001. 

These developments over the past three 
months have altered the risks and 
uncertainties for Canada’s economic outlook. 
The slowdown now evident in the U.S. 
economy raises the issue of how marked that 
slowdown will be and how quickly the 
economy will rebound. For Canada, an 
important question is the extent to which the 
current strength in domestic demand will 
continue to offset weaker U.S. demand for 
our exports. The recent decline in world oil 
prices has also somewhat reduced the risk 
that inflation expectations could heighten in 
response to rising headline rates of inflation. 
At the same time, there continues to be some 
uncertainty regarding the future growth of 
the economy’s productive capacity. Recent 
productivity growth suggests that the 
economy’s production capacity could be 
rising at a higher rate than the 3 per cent 


assumed by the Bank. Nevertheless, current 
indicators point to an economy operating at 
close to full capacity. 


The International Environment 


Emerging-market economies 


Growth in the emerging-market 
economies has been somewhat faster than 
expected. Nevertheless, the near-term 
outlook is still subject to a number of risks. 
Market sentiment towards emerging markets 
in Asia has deteriorated over the past few 
months. This deterioration stems largely 
from concerns about a possible downturn in 
global demand for electronic products, the 
impact of high world oil prices, political 
instability, and, in some cases, the slow pace 
of restructuring in corporate and financial 
sectors. In addition, both Turkey and 
Argentina—two large international 
borrowers—have had to negotiate new IMF 
programs. 

Some of these pressures on emerging- 
market countries will, however, be alleviated 
by lower interest rates in the United States 
and, for countries whose currencies are 
pegged to the U.S. dollar, by its recent 
depreciation. 


Euro area and Japan 


In the euro area, the pace of expansion 
slowed in the second half of 2000, partly 
owing to past increases in official rates by the 
European Central Bank. In addition, surveys 
suggest a recent decline in both business and 
household confidence. Indeed, household 
spending weakened significantly in the third 
quarter. As a result, growth in the euro area 
in 2001 is now expected to be slightly below 
the 3 per cent projected in the November 
Report. 

The Japanese economy remains fragile. 
Real GDP rose only marginally in the second 
and third quarters of 2000, despite strong 
business investment. Household spending 
has remained flat, reflecting weak income 
growth and concerns about employment 
prospects. Moreover, the lagged effect of the 
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appreciation of the yen has contributed to a 
marked slowing in export growth. The 
Japanese economy is expected to grow at 
about 1.0 per cent in 2001—lower than the 
1.5 per cent projected in the November 
Report. 


The pace of expansion in the euro area and 


Japan is slowing somewhat more than 
expected. 


United States 


Recent developments indicate that the 
slowdown of the U.S. economy has been 
more abrupt and more pronounced than 
anticipated. Because that economy has been 
operating in excess demand, some slowdown 
is warranted to reduce inflationary pressures. 

U.S. real GDP rose by only 2.2 per cent in 
the third quarter of 2000, down sharply from 
previous quarters (Chart 1). Employment 
growth has also slowed significantly in recent 
months, and average hours worked have 
fallen markedly. 


Chart | 
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Consumer spending (particularly for 
motor vehicles) and residential construction 
have eased in response to past increases in 
interest rates, declines in personal wealth 
associated with weakening stock prices, and 
higher energy prices. 

At the same time, tiehter credit 
conditions and lending standards have 


combined with reduced profit margins to 
restrain business investment. 

The Bank now expects U.S. real GDP to 
expand by 2.0 to 2.5 per cent, on average, in 
2001. Growth is expected to be particularly 
weak in the first half of the year, before 
rebounding relatively strongly in the third 
and fourth quarters. 

Despite the slowdown in the U.S. 
economy to a rate below that of potential 
growth, core inflation has not yet shown 
signs of easing (Chart 2). The U.S. economy 
continues to operate at a high level, as 
evidenced by the low unemployment rate. 

Nonetheless, at its December meeting, in 
light of the slowing in the pace of activity, the 
Federal Open Market Committee shifted its 
forward-looking focus from heightened 
inflation pressures to economic weakness. 
And in early January, the Committee made 
an intermeeting decision to lower its target 
federal funds rate by 50 basis points. 


Chart 2 
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As of 23 January, financial markets were 
expecting that the U.S. Federal Reserve 
would reduce its federal funds target by an 
additional 50 basis points at its end-January 
meeting and a further 50 basis points by mid- 
year. 


The expected slowdown of the U.S. 


economy has been more abrupt than 
anticipated. 
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Commodity prices 


Prices for crude oil and natural gas have 
been volatile since the end of October, driven 
by low inventories of petroleum products 
such as heating oil, by cold winter weather, 
and by short-term concerns over tensions in 
the Middle East. On balance, however, oil 
prices have eased over the period, as the 
effects of increases in world supply have 
become more apparent. Natural gas prices, 
while currently very high because of tight 
supplies and winter weather conditions, are 
also expected to ease somewhat this year. 

Although cattle and grains prices have 
recovered, the U.S.-dollar price of non-energy 
commodities has been below the Bank’s 
previous expectations (Chart 3). 


Chart 3 
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Canadian Economic 
Developments 


Aggregate demand, output, and 
estimated pressures on capacity 

Real GDP rose at an annual rate of 
4.8 per cent in the third quarter of 2000, above 
the upper end of the range projected in the 
November Report (Chart 4).! Once again, 
business investment in machinery and 
equipment increased considerably, reflecting 
further gains in profits. Household spending 
also grew quite strongly. Export volumes 


1. Inthe November Report, real growth in the third quarter was 
expected to be between 3.5 and 4.5 per cent. 


edged down, however, mainly owing to a 
marked slowing in the growth of U.S. 
aggregate demand and to supply problems in 
the energy and automotive sectors. This 
abrupt weakening in the growth of external 
demand for Canadian goods contributed to a 
substantial rise in inventories in the 
manufacturing sector. 


Chart 4 
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For the last quarter of 2000, current 
information suggests that economic growth 
was in a range of 3 to 3.5 per cent. A modest 
recovery in exports seems to have occurred, 
as the above-mentioned supply problems 
were resolved. Residential construction 
appears to have risen considerably, while 
overall consumer expenditures were 
supported by a further rise in employment. 
Spending on motor vehicles fell back, 
however, as dealer incentives became less 
attractive. Early information also suggests 
that the pace of business investment eased 
substantially. 


The Canadian economy, after a very strong 


performance in 2000, is expected to grow 
by about 3 per cent this year. 


With higher-than-expected growth in the 
third quarter and small upward revisions to 
real GDP in the first half of the year, economic 
activity in 2000 is expected to have grown by 
5 per cent on an annual average basis. For 
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2001, the Bank is now projecting economic 
growth of about 3 per cent—the bottom of the 
3 to 4 per cent range projected last November 
and about equal to the Bank’s projected rate 
of potential growth for the economy. This 
downward revision reflects the implications 
for Canada of a weaker U.S. economy, 
especially in the first half of the year. 


The Canadian economy is operating at 


about full capacity. 


The strength of Canada’s economic 
growth in the third quarter of 2000 and the 
monitored good performance in the fourth 
quarter suggest that the Canadian economy is 
operating at about full capacity, as projected 
in the November Report. 

Statistics Canada’s measured rate of 
capacity utilization for the non-farm, goods- 
producing sector in the third quarter was at 
about the same level as in the late 1980s. 
There are continuing reports of skilled labour 
shortages in areas such as the high- 
technology and construction sectors. As well, 
vacancy rates in the residential and 
commercial real estate sectors are very low. 

Still, several indicators of pressures on 
capacity suggest that a small amount of slack 
remained in the second half of 2000. For 
example, the level of inventories relative to 
sales has risen over the past year, and labour 
market participation rates have also 
continued to increase. 

Overall, the full range,of current 
indicators suggests that the economy is 
operating close to capacity. 


Prices and costs 


The 12-month rate of increase in the core 
CPI was 1.9 per cent in December, up from 
1.3 per cent in September and marginally 
above the expectations of the November 
Report (Chart 5). The higher-than-anticipated 
level of core inflation partly reflected efforts 
by motor vehicle manufacturers and dealers 


Chart 5 
Consumer Price Index 


7 Year-over-year percentage change 
Total CPI 


CPI excluding food, energy, 
and the effect of indirect taxes 


Target range 


10 el OOO See L994 OO Se O96 M997 = O98 1999 2000 


¢ Midpoint of the inflation-control target range 


to reduce price discounting. The rise in core 
inflation in the fourth quarter may also be 
another indicator that the amount of slack in 
product markets has largely been absorbed. 
Other statistical measures of the trend rate of 
inflation were close to the core rate (Chart 6). 


Chart 6 


Core CPI and Statistical Measures 
of the Trend Inflation Rate 
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* CPIX excludes the eight most volatile components from the CPI 
as well as the effect of indirect taxes on the remaining components. 
** CPIW adjusts each CPI basket weight by a factor that is inversely 


proportional to the component’s variability. 


The 12-month rate of increase in the total 
erlin December was 3.2.per cent. This 
continued to be well above core inflation and 
reflected the substantial increase in energy 
prices at the consumer level over the past 
year. While the first-round effects of higher 
energy costs on the core CPI have been 
minimal, recent announcements of fare 
increases in the transportation sector will 
likely affect consumer prices in 2001. 
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Based on the indicators in Chart 7, as well 
as on labour compensation per person-hour 
in the business sector (Chart 8), the 
underlying rate of increase in the average 
wage appears to have edged up to just over 
o percent 

The year-over-year increase in output per 
person-hour in the business sector in the third 
quarter of 2000 was 2.1 per cent. As a result, 
the year-over-year rise in unit labour costs in 
the business sector was held to 1.0 per cent. 

Core inflation is now expected to steady 
out at close to 2 per cent through 2001, 
although month-to-month volatility may 
cause it to exceed that rate temporarily in the 


Chart 7 
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Chart 8 
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Labour compensation includes the labour income of paid workers, 
plus imputed labour income for self-employed workers. 
Source: Statistics Canada Daily 


* 


near term. This outlook reflects longer-term 
inflation expectations remaining near 
2 per cent and the economy staying broadly 
in balance between aggregate demand and 


supply. 


Core inflation is expected to steady out at 


close to 2 per cent in 2001. 


If crude oil prices remain at or below 
US$30 a barrel, the year-to-year increase in 
the total CPI is expected to decline to about 
2 per cent in the second half of 2001.” 


Developments in the monetary 
aggregates 

Growth in gross M1 slowed further in the 
fourth quarter. The three-month growth rate 
of gross M1 fell to 7 per cent in December, 
well below the rates recorded earlier in the 
year. Nevertheless, at 15 per cent, year-over- 
year growth in gross M1 remains strong. The 
year-over-year rates of increase in M1+ and 
M1++ have held steady over the last three 
months, at about 12 and 10 per cent, 
respectively. Special factors are keeping the 
rate of expansion of the narrow aggregates 
stronger than the underlying growth in 
transactions balances. It is estimated that 
deposits of financial institutions with banks 
and deposits of businesses and individuals at 
investment dealers continue to account for 
about 3 percentage points of the year-over- 
year growth in gross M1. 

If the various data distortions are taken 
into account, the recent expansion in narrow 
money suggests that real GDP will grow at 
about 4 per cent in 2001—stronger than the 
Bank’s projection for GDP growth (Chart 9). 
The growth in the narrow money aggregates 
suggests that core inflation may move above 
the midpoint of the target range in 2001. 


2. This projection is consistent with an average annual rate of 
increase in the total CPI in 2001 that is very close to the average 
private sector forecast of 2.4 per cent (from the January 2001 
issue of Consensus Forecasts). 


MONETARY POLICY REPORT UPDATE: FEBRUARY 2001 


Chart 9 


Real GDP Growth and Growth of Real Gross M1 and M1+ 
Percentage change at annual rates 
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The term structure of interest rates on 
government debt (Chart 13) has drifted lower 
in both Canada and the United States as 
market participants have become 

Year-over-year growth in the broad increasingly convinced that economic growth 
aggregate M2++ rose to 10 per cent in 
December (Chart 10). The strength of M2++ 
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Chart 14 
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Chart 13 
Term Structure of Interest Rates in Canada 
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Months or years to maturity 


in the United States is slowing to a rate below 
potential. Yield spreads between Canadian 
and U.S. government securities turned 
modestly positive for maturities of 2 to 
30 years late in 2000 and have remained so 
since then. 

Credit conditions faced by Canadian 
borrowers have been tightening somewhat as 
lenders have become more risk-averse at this 
point in the economic cycle. 

In the United States, credit conditions 
have generally tightened more than in 
Canada, likely reflecting market sentiment 
about the extent of the U.S. economic 


Since the peaks established last summer, 
most of the world’s major stock market 
indexes have declined. Movements in 
technology stocks have been particularly 
volatile. More recently, while most stock 
markets have risen, they remain well below 
their earlier peaks and volatility persists. 
Stock prices may now embody more realistic 
expectations of future profit growth, 
particularly in the technology sector. At the 
same time, the volatility in stock prices may 
reflect market participants’ uncertainty about 
the future prospects for global economic 
expansion. 


slowdown. Those conditions, reflected in 
credit spreads, have eased somewhat 
following the recent move by the Federal 
Reserve to lower interest rates (Chart 14). 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It includes information received up to the fixed announcement date on 
17 July 2001 and updates the May 2001 Monetary Policy Report. 


Overview 


The Bank’s outlook for inflation and 
overall economic activity in Canada to the 
end of 2002 has not changed fundamentally 
from that presented in the May Monetary 
Policy Report. The pace of economic 
expansion, after falling below the economy’s 
growth potential in the first half of this year, 
is expected to begin to strengthen in the third 
and fourth quarters and to pick up further to 
slightly above potential growth in 2002. 

Most of the factors supporting this 
outlook continue to be those discussed in the 
May Report—an expected strengthening in 
U.S. economic growth, substantial progress 
in adjusting inventory levels in key sectors of 
the economy, the easing that has taken place 
in domestic monetary conditions, and tax 
cuts boosting Canadian disposable incomes. 

Since the spring, however, several 
important factors have changed relative to 
earlier expectations. In the United States, 
recently introduced tax cuts (which include 
rebates beginning in July) are expected to 
boost household spending and provide an 
offset to the weakness in capital investment 
that is now projected to last through year- 
end. In addition, economic conditions 
outside North America have weakened 


Highlights 


The Bank lowered the overnight interest 
rate by 25 basis points on 17 July, following 
a similar cut on 29 May, bringing the 
target for the overnight rate down to 

4.25 per cent. 


The cumulative 150-basis-point reduction 
in the policy interest rate this year is 
underpinning domestic economic growtl 
in the face of weak conditions outside 
North America and uncertainty about the 
recovery of U.S. business investment 
spending. 

Economic growth in Canada is projected 
to pick up in the second half of this year 
and to make further gains in 2002. 


Core inflation is projected to fall to about 
2 per cent in the second half of 2001 and 
stay close to 2 per cent through 2002. 


Total CPI inflation, which is currently 
above 3 per cent, is projected to move 
down to about 2 per cent by the end 
of 2001. 
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and the financial difficulties facing 
several emerging-market economies have 
intensified. The cumulative effects of policy 
actions taken in both Canada and the United 
States since the beginning of the year are 
working to counter spillover effects from 
abroad. 

With the slowdown in the first half of 
2001 easing pressures on capacity, core 
inflation is expected to decline to around 
2 per cent in the second half of the year. It is 
then projected to steady out at that rate 
through 2002 as the pace of economic activity 
in Canada strengthens. Total CPI inflation is 
also expected to move down to about 
2 percent by the end of this year. Recent 
declines in the prices of gasoline, natural gas, 
and crude oil have reduced the risk that the 
high energy prices experienced earlier this 
year could have broader pass-through effects 
on Canadian consumer prices. 

On 29 May, the Bank lowered its target 
for the overnight rate of interest by 25 basis 
points, and on 17 July it lowered the target by 
a further 25 basis points to 4.25 per cent, 
bringing the cumulative decline since the 
beginning of the year to 150 basis points 
(Chart 1). These decisions were judged to be 
consistent with keeping inflation close to the 
inflation-control target rate of 2 per cent over 
the medium term, thereby contributing to 
sustained economic and employment growth 
in Canada. 
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Recent Economic and Financial 
Developments 


Real GDP growth in Canada averaged 
2.1 per cent at an annual rate over the 
fourth quarter of last year and the first 
quarter of this year, compared with 
4.2 per cent over the first three quarters of 
2000 (Chart 2).! This marked slowdown 
resulted primarily from reduced USS. 
demand for Canadian products, especially 
automobiles and telecommunications 
equipment, and from lower Canadian 
investment in machinery and equipment. 
Over the same period, activity in the oil and 
natural gas sector rose strongly, supported 
by high levels of profitability. In addition, 
household spending continued to show 
underlying momentum, sustained by 
further employment growth and by tax 
reductions by both the federal and provincial 
governments. 


Chart 2 
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Based on the latest available indicators, 
the same trends continued through the 
second quarter of the year, with GDP growth 


1. The real GDP measure published by Statistics Canada is now 
based on estimates using the chain Fisher volume formula and 
also includes a change in the treatment of software spending by 
businesses and governments (see Technical Box 3 in the May 
Report). For more details on the changes to the measurement of 
real GDP, see Statistics Canada’s Web site (www.statcan.ca) and 
the Bank of Canada’s Web site (www.bankofcanada.ca). With 
these changes and other historical revisions, real GDP in 
HOxaeOW estimated by Statistics Canada to have grown by 


cent San annual average basis (instead of the previous 


percentage change 
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estimated to have been in a range of 1 to 
2 per cent (at an annual rate). While growth 
in household spending appears to have 
slowed, it has, nonetheless, remained 
relatively robust. Exports recovered 
somewhat, but reductions in inventory 
investment continued, and capital spending 
by businesses has remained weak. 

The slowdown in the pace of activity 
through mid-year has eased pressures on 
production capacity. It is estimated that the 
economy moved from a position of excess 
demand at the turn of the year to one of slight 
excess supply in the second quarter. 

Core inflation was 2.3 per cent in May, up 
from 1.7 per cent in February and higher than 
had been expected in the May Report 
(Chart 3).2 The rise in core inflation was 
associated with an economy operating at or 
above capacity at the end of 2000. Core 
inflation had been held down temporarily 
early this year as a result of increased price 
discounting by motor vehicle manufacturers 
and dealers and by a special provincial 
government credit program for electricity 
customers in British Columbia. Other 
statistical measures of the trend rate of 


Chart 3 
Consumer Price Index 
Year-over-year percentage change 


Core CPI (CPI excluding the 
eight most volatile components and 
the effect of changes in indirect taxes 


on the remaining components) Target range 


{ 
A/' wv V 


1902 99S 1994 19951996. 1997" 1998 
Midpoint of the inflation-control target range 


1999 2000 2001 


2. The core measure of CPI inflation excludes the eight most 
volatile components of the CPI, as well as the effect of changes in 
indirect taxes on the remaining components. The eight most vol- 
atile components are fruit, vegetables, gasoline, fuel oil, natural 
gas, intercity transportation, tobacco, and mortgage-interest 
costs. Information on the reasons why the Bank of Canada 
adopted this measure of core inflation is provided in the Bank’s 
May 2001 publication, Renewal of the Inflation-Control Target— 
Background Information. 


inflation have been broadly in line with the 
Bank’s core measure of inflation (Chart 4). 
The 12-month rate of increase in the total 
CPI was 3.9 per cent in May, well above the 
rate of about 3 per cent experienced since the 
autumn of 2000. In addition to the factors 
affecting core inflation, the rate of increase in 
the total CPI was boosted by a jump in natural 
gas prices (resulting from continued tight 
supplies as well as the termination of an 
Alberta government assistance program), 
and by a temporary spike in gasoline prices. 
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Chart 4 
Core CPI and Statistical Measures of the Trend Inflation Rate 
Year-over-year percentage change 
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Despite broad-based increases in energy 
prices over the last two years, the estimated 
pass-through of higher energy prices to other 
components of the total CPl has been 
limited—less than 0.1 per cent over the past 
year. 

In June, prices for gasoline fell back 
considerably. This is expected to be an 
important factor in bringing total CPI inflation 
for June down noticeably from May.? 
Moreover, spot and futures prices for both 
crude oil and natural gas have also fallen, 
pointing to lower consumer prices for energy 
products in coming months. The recent 
declines in the prices of gasoline, crude oil, 
and natural gas (Chart 5) reflect a better 


20 July. 
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Chart 5 


Crude Oil and Natural Gas: Spot and Futures Prices (US$) 
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balance between supply and demand as 
softening demand has allowed stocks to build 
up again. 

Although economic indicators have 
remained mixed, they have, on balance, been 
stronger than expected by financial markets 
and have led to a somewhat more positive 
sentiment regarding the outlook for the 
Canadian economy. In particular, concerns 
about a further substantial deterioration of 
the U.S. economy have lessened since the 
May Report. As a result, yields on medium- 
term Canadian bonds have increased since 
mid-April (Chart 6). 

In the context of a slowing global 
economy, the continuing relative strength of 
Canada’s economic fundamentals has 
contributed to a rise in the trade-weighted 
value of the Canadian dollar since early 
April. This has reflected primarily a rise 


Chart 6 
Term Structure of Interest Rates in Canada 
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against major currencies other than the U.S. 
dollar (Chart 7). More recently, uncertainties 
associated with developments in some 
emerging-market economies have led to 
increased volatility in exchange markets. 


Chart 7 
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The Outlook 


The Bank’s outlook for economic growth 
in Canada in 2001 and 2002 remains very 
close to that of the May Report. Real GDP 
growth in 2001 is still expected to be in a 
range between 2 and 3 per cent. Following 
moderate growth in the first and second 
quarters, real GDP is expected to rise at an 
annual rate of between 2.5 and 3.5 per cent in 
the second half of 2001. In 2002, the pace of 
Canada’s economic expansion will likely be 
slightly higher than the Bank’s estimate for 
potential output growth of about 3 per cent. 


The Bank’s outlook for economic growth 
in Canada in 2001 and 2002 remains very 


close to that of the May Report, with real 
GDP growth in 2001 still expected to be ina 
range between 2 and 3 per cent. 


The factors that support this outlook 
continue to include: substantial progress in 
adjusting inventory levels, a turnaround in 
business investment (including continued 
high levels of investment in the energy 
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sector), the easing in domestic monetary 
conditions, domestic tax cuts, and the 
expectation of a modest recovery in US. 
economic growth. Employment growth, 
however, is likely to lag the pickup in 
activity, and thus job gains are likely to be 
modest through the summer months. 


The U.S. economy is still expected to 


strengthen in the second half of 2001. 


The U.S. economy is still expected to 
strengthen in the second half of 2001 as a 
result of the significant declines in interest 
rates, the impact of announced tax cuts 
(which include rebates beginning in July), 
and a reduced rate of inventory liquidation. 
Although business investment (especially in 
telecommunications technology) is now 
expected to remain weak for a longer period 
than was anticipated at the time of the May 
Report, consumption is projected to be 
stronger, owing to the introduction of the 
tax reductions and associated rebates. 
Together with the slightly stronger-than- 
anticipated momentum at the beginning of 
the year (Chart 8), which was bolstered by 
automobile purchases, these factors should 
support U.S. economic growth for 2001 in the 
upper half of the 1 to 2 per cent range 
indicated in the May Report. In 2002, growth 
is projected to average 2.5 to 3.5 per cent (the 
same as in the May Report). 


Chart 8 
U.S. Real Gross Domestic Product 
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The outlook for economic growth in the 
Overseas economies has, however, weakened 
from earlier expectations, in part because 
of adverse spillover effects from the 
slowdown in the U.S. economy. Growth in 
the European economies has softened, while 
Japan’s situation has deteriorated further, 
reflecting in part the structural problems 
facing that economy. The near-term outlook 
for emerging-market economies has also 
weakened, and uncertainties persist around 
the situations in Argentina and Turkey. 


The outlook for economic growth in 


the overseas economies has, however, 
weakened from earlier expectations. 


In response to the slowdown in world 
economic growth, the U.S.-dollar price of 
non-energy commodities is projected to ease 
over the remainder of the year (Chart 9). The 
surge in lumber prices, which boosted the 
Bank of Canada’s index in the second quarter, 
has partially reversed in response to 
inventories returning to more normal levels. 
However, lumber prices are likely to remain 
volatile. 

It is estimated that some slack emerged in 
the Canadian economy by the second quarter 
of 2001. This should lead core inflation to 
decline from 2.3 per cent in May to about 
2 per cent in the second half of 2001, in line 
with long-term inflation expectations. With 
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the economy expected to expand next year at 
a rate slightly above its growth potential, 
slack should be eliminated and core inflation 
should steady out at around 2 per cent 
through 2002. 


Chart 10 
Real GDP Growth and Growth of Real Gross M1 and M1+ 
Percentage change at annual rates 
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commodities down significantly from earlier 
peaks, the year-to-year rise in consumer 
energy prices should fall through the 
autumn. As a result, total CPI inflation should 
move down to about 2 per cent by the end 
of 2001. 


Detailed Indicators 


In preparing its outlook for inflation, the 
Bank examined the recent behaviour of the 
monetary and credit aggregates, as well as 
other indicators of pressure on inflation and 
production capacity. 


Monetary and Credit Aggregates 


The monetary aggregates continue to 
suggest a stronger outlook for growth and 
somewhat higher inflation than the 
Bank’s overall projection. Growth in the 
narrow aggregates has been greater than 
expected since February but remains well 
below the rates experienced at the end of 2000 
(Chart 10). 

Part of the recent strength in the narrow 
aggregates likely reflects a temporary 
increase in the precautionary demand 
for money. In the face of stock market 
uncertainty and concerns over future income, 
firms and individuals may be choosing to 
hold a higher level of liquid deposits. To the 
extent that this increase in deposits will be 


(deflated by the core CPI), one quarter earlier 


used to purchase savings vehicles once 
uncertainty is reduced, it should not lead to 
inflationary pressures. 

While money growth has been a little 
stronger than expected, growth in business 
credit—particularly short-term credit—was 
weaker than expected. The slowing partly 
reflects a tightening in credit conditions 
for certain sectors, especially telecom- 
munications. Household credit has continued 
to grow at a moderate pace. 


Indicators of Pressure on 
Inflation and Capacity 

Several indicators have been consistent 
with the view that pressures on production 
capacity eased in the first half of 2001. The 
ratio of unfilled orders to shipments in 
the manufacturing sector (excluding the 
aerospace industry) has decreased over the 
past year, and manufacturers’ inventories 
have risen considerably relative to sales. 
Moreover, while the unemployment rate has 
risen only slightly since mid-2000, the recent 
decline in the help-wanted index indicates an 
easing in the labour market. The Bank’s most 
recent survey of firms also suggests that 
capacity pressures and labour shortages were 
less intense than at the end of 2000. 

Other indicators, however, suggest that 
capacity pressures in product and labour 
markets persisted into the early part of this 
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year. In labour markets, certain areas, notably 
health services and trades, continued to 
experience pressures. Based on the average 
hourly earnings of permanent workers, 
the underlying rate of increase in labour 
compensation moved up slightly to a range 
of 3.5 to 4.0 per cent in the second quarter 
of 2001 from a range of 3.25 to 3.75 per cent 
in the second half of 2000 (Chart 11). 

In addition, Statistics Canada’s measured 
rate of capacity utilization for the non-farm, 
goods-producing sector in the first quarter of 
2001 was still well above normal levels, 
although it had eased since mid-2000. 
Vacancy rates in the commercial real estate 
sector were also at very low levels in the first 
quarter of 2001. 

Between the first quarter of 2000 and the 
first quarter of 2001, output per person-hour 
in the business sector fell 0.2 per cent, and 
unit labour costs rose 1.9 per cent (Chart 12). 
While productivity growth is expected to rise 
as the economy gains momentum, increases 
in unit labour costs are likely to remain in the 
2 to 3 per cent range over the near term. 


Chart 11 
Wage Settlements and Average Hourly Earnings 
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Chart 12 
Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 
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Source: Statistics Canada Daily 
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This text is a commentary of the Governing Council of the Bank of Canada. 


SEP 0 2 2005 


It includes information received up to the fixed announcement date on 
15 January 2002 and updates the November 2001 Monetary Policy Report. 


In the November Monetary Policy Report, 
the timing and extent of the recovery in eco- 
nomic activity in Canada this year was seen 
as depending crucially on geopolitical devel- 
opments and on how quickly consumer and 
business confidence would return to normal. 
Two polar scenarios were envisaged. In one, 
consumer and business confidence stayed 
fragile through 2002, contributing to slug- 
gish growth. In the other, confidence was re- 
stored quickly, leading to robust growth 
early this year. 

While robust growth is not yet under- 
way, geopolitical developments have 
evolved positively, and consumer confi- 
dence has improved. Thus, the likelihood 
that economic growth this year will be be- 
tween these two scenarios, and broadly in 
line with the Bank’s “working assumptions” 
of last November, has increased.! This im- 
plies that the economy should gain signifi- 
cant momentum as the year progresses. 
However, business confidence remains weak 
in many countries, with the recovery in glo- 
bal business investment being the major area 
of uncertainty for the outlook. Relative to its 
assumptions of last November, the Bank 
now expects the amount of economic slack in 
2002 to be somewhat greater. 


1. Asa result of developments over the past two months, the 
Bank is reverting to its customary practice of presenting a range 
of 1 percentage point around the midpoint of its projection for 
Canadian GDP growth. 


Highlights 


The Bank has lowered its key policy 
rate by 75 basis points since the 
November Report, bringing the total 
reduction over the past 12 months to 
375 basis points. 


Relative to last November, the amount 
of economic slack in 2002 is now 
expected to be somewhat greater. 


However, the likelihood that the 
economy will gain significant 
momentum as the year progresses 
has increased. 


With economic slack starting to 
diminish in the second half of 2002 
and expected to disappear by late 
2003, core and total CPI inflation 
should be back close to 2 per cent in 
about two years. 


The major uncertainty for the outlook 
is the timing and strength of the 
recovery in global business 
investment. 
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Chart 1 


Gross Domestic Product for Canada in Constant Dollars 
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Recent Economic and Financial 
Developments 


After declining by 0.8 per cent at an annu- 
al rate in the third quarter of 2001, Canada’s 
real GDP (Chart 1) is estimated to have re- 
mained largely unchanged in the fourth quar- 
ter. This would result in annual average 
growth for 2001 of about 1.5 per cent. 

Some sectors of the economy have recov- 
ered quickly from the disruptions associated 
with the terrorist attacks on the United States 
last September. But in other areas, the adverse 
effects have persisted. In particular, activity in 
air travel, tourism, and certain manufacturing 
operations has remained well below that prior 
to the attacks. Automobile sales were at record 
levels in December, but some of these sales ap- 
pear to have been brought forward from the 
first quarter of this year. 

On balance, these sectoral developments 
suggest that, on average over the fourth and 
first quarters, the economy will have expand- 
ed by slightly less than was expected in the 
November Report, creating a correspondingly 
larger output gap. 

The 12-month rate of increase in the core 
CPI was 1.7 per cent in November, down from 
2.3 per cent in September (Chart 2). This de- 
cline in core inflation, while consistent with 
an economy that has moved into a position of 
excess supply, occurred sooner than expected 
in the last Report. This lower-than-expected 
level of core inflation mainly reflected in- 
creased price discounting by motor vehicle 


Chart 2 
Consumer Price Index 
Year-over-year percentage change 
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manufacturers and dealers, as well as by 
operators of travel accommodation, to 
stimulate sales following the sharp fall-off 
in September. 

The 12-month rate of increase in the total 
CPI was 0.7 per cent in November, down 
sharply from 2.6 per cent in September. This 
marked decrease relative to the core rate 
stems mainly from the significant decline in 
the world prices of energy commodities over 
the past year. 

In response to weaker domestic activity, 
rising levels of economic slack, and attendant 
downward pressures on inflation, the Bank 
lowered its target for the overnight rate by 
50 basis points on 27 November 2001 and by 
25 basis points on 15 January, bringing the 
level down to 2 per cent. Since the beginning 
of 2001, the Bank’s key policy rate has been 
reduced by a total of 375 basis points. More 
than half of this reduction has occurred since 
late August (Chart 3). 

Over the two months up to 15 January 
(the last fixed announcement date), the Cana- 
dian dollar fluctuated around a relatively low 
level against its U.S. counterpart. This situa- 
tion reflected the general cyclical weakness of 
the world economy and commodity prices, as 
well as the uncertain international economic 
and political situation. The Canadian dollar 
strengthened somewhat against other major 
currencies over this period. 

Because of the weakness in economic 
growth and the uncertainty surrounding 


% 


MONETARY POLICY REPORT UPDATE: JANUARY 2002 


Chart 3 
90-Day Commercial Paper Rate, Target for the 
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the outlook, certain sectors of the Canadian 
economy have experienced somewhat tighter 
credit conditions. There has recently been 
some easing in these conditions, however. As 
well, equity markets have recovered from the 
lows that followed the terrorist attacks. 


Prospects for Growth 


Recent geopolitical and economic devel- 
opments increasingly point to the likelihood 
that economic growth in North America will 
gather significant momentum over the course 
of the year. The geopolitical situation has im- 
proved, and there are indications of a recov- 
ery in consumer confidence in both the 
United States and Canada from the low 
points reached after the terrorist attacks. 
However, business confidence in both coun- 
tries remains weak, primarily reflecting the 
fact that the adjustment in inventories and 
fixed investment has not yet fully run its 
course and that corporate profits are low. The 
timing and strength of the recovery in global 
business investment represents the major un- 
certainty for the outlook. 

Growth in the U.S. economy is projected 
to be modest in the first half of 2002. Business 
investment is expected to remain sluggish 
through the period, while the phasing out of 
generous price incentives on motor vehicles, 
a high level of consumer indebtedness, and 
rising unemployment are likely to slow the 
rate of increase in household spending. Lower 


energy prices will, however, be a positive fac- 
tor for households. 

In the second half of the year, business 
confidence is assumed to recover as the 
inventory correction ends and the significant 
amount of fiscal and monetary stimulus con- 
tinues to support household spending. In- 
vestment spending should begin to pick up as 
corporate earnings start to recover. These de- 
velopments should lead to a strong rebound 
in the U.S. economy in the second half of the 
year—to growth rates above that of potential 
output. 

On an annual average basis, this would 
imply a growth rate for U.S. real GDP of 
around 3/4 per cent in 2002, slightly below 
the rate expected in the Bank’s last Report. 
Nevertheless, with the pace of activity firm- 
ing over the course of the year, U.S. growth is 
expected to be close to 2 1/4 per cent on a 
fourth-quarter-over-fourth-quarter basis. 

Prospects for economic growth in other 
industrialized countries have weakened since 
the release of the November Report. In Eu- 
rope, the spillover effects to domestic de- 
mand from geopolitical uncertainties and the 
U.S. slowdown have apparently dampened 
economic growth by more than had been an- 
ticipated. Nevertheless, economic activity is 
expected to strengthen somewhat during the 
second half of the year in response to the ear- 
lier easing in monetary policy, lower energy 
prices, and the projected U.S. recovery. The 
economic outlook in Japan has also wors- 
ened, owing to ongoing structural difficulties 
and deteriorating business and household 
confidence. 

Activity in emerging-market economies 
is generally expected to recover through 2002 
as global demand picks up. The Argentine 
default has had little impact on other emerg- 
ing-market borrowers. 

The projected recovery in world econom- 
ic growth should gradually boost the U.S.- 
dollar prices of non-energy commodities 
through 2002 from their current low levels. 
Prices for both crude oil and natural gas are 
also likely to recover somewhat over this 
period. 


MONETARY POLICY REPORT UPDATE: JANUARY 2002 


In Canada, economic growth in the first 
half of 2002 is also projected to be modest and 
slightly lower than was previously projected 
on the basis of the Bank’s working assump- 
tions. Although household spending is 
expected to increase moderately, business 
investment and export growth are likely to 
remain weak. Cash-flow effects from lower 
energy prices will be one factor constraining 
capital spending in Canada. Growth of real 
GDP, on an annualized basis, is now expected 
to average between 1 and 2 per cent in the 
first half of this year. 

Demand for Canadian exports should in- 
crease significantly in the second half of the 
year as a result of the strengthening of the 
U.S. economy. As well, the substantial 
amount of monetary stimulus that has been 
provided, together with the impact of recent 
government measures to improve national 
security and further reduce tax rates, will 
continue to support growth in domestic 
spending. These conditions should lead to a 
restoration of business confidence and to the 
start of a recovery in business investment. 

Thus, the pace of economic activity in 
Canada is still expected to be above potential 
growth in the second half of the year—in the 
range of 3 to 4 per cent. On an annual aver- 
age basis, Gbp growth for 2002 would be ina 
range around a midpoint of slightly above 
1 per cent—broadly in line with the latest av- 
erage private sector forecast. This growth 
profile means that the amount of economic 
slack through 2002 would be somewhat 
greater than was anticipated at the time of the 
last Report. 

Since last autumn, financial markets have 
remained volatile, reflecting uncertainty 
regarding the international economic and 


geopolitical outlook. Nevertheless, expecta- 
tions for future economic prospects have 
become more optimistic. In equity markets, 
the recovery from the effects of 11 September 
points to expectations of an economic recov- 
ery and of higher earnings. The more positive 
economic outlook among financial market 
participants is also reflected in the current 
steepness of the yield curve in bond markets. 


The Outlook for Inflation 


Although the November level of core in- 
flation was somewhat lower than expected 
as a result of increased price discounting, 
most of this discounting is expected to dimin- 
ish appreciably in coming months, in line 
with the recovery in consumer confidence. 
Nonetheless, core inflation will likely remain 
around its current level in the first half of the 
year, given the increased excess supply in the 
economy. 

With slightly greater economic slack 
through 2002, core inflation is now expected 
to average just under 1 1/2 per cent in the sec- 
ond half. Total CPI inflation should remain be- 
low the core rate until late 2002, on the 
assumption that world energy prices increase 
only moderately from current levels. 

By lowering its target for the overnight 
interest rate by 375 basis points since the be- 
ginning of 2001, the Bank has taken vigorous 
action to support growth in domestic de- 
mand. As a result, economic slack should 
start to diminish in the second half of 2002 
and would be expected to disappear by late 
2003. Consequently, both core and total CPI 
inflation should be back close to 2 per cent in 
about two years. 


Copies of the Monetary Policy Report and the Update may be obtained by contacting the Bank at: 


Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 


Web site: http: //www.bankofcanada.ca 
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This text 1s a commentary of the Governing Council of the Bank of Canada. 
It includes information received up to the fixed announcement date on 
16 July 2002 and updates the April 2002 Monetary Policy Repott. 


At the time of the April Monetary Policy 
Report, it was evident that a robust economic 
recovery was underway in Canada. The Bank 
therefore began to reduce the substan- 
tial amount of monetary stimulus in the 
economy. 

In the past three months, the Canadian 
economy has continued to register strong 
growth. Spending on housing and consumer 
durables has been much stronger than ex- 
pected. Business fixed investment no longer 
appears to be acting as a drag on growth, 
with signs of recovery in investment in ma- 
chinery and equipment emerging. Among 
Canada’s major trading partners, economic 
growth has been broadly in line with expecta- 
tions. 

Overall, in the first half of the year, the 
Canadian economy grew at a faster pace than 
anticipated. As a result, it has moved towards 
full production capacity more quickly than 
was expected in April. In addition, core infla- 
tion has been running slightly higher than 
projected. 

In light of these developments, the Bank 
has continued to reduce the amount of mone- 
tary stimulus in the economy by raising its 
target for the overnight interest rate by 25 ba- 
sis points on 4 June and again on 16 July. As 
we look forward, given the limited amount of 
excess capacity in the economy and the lags 


Highlights 


¢ The Canadian economy has continued 
to register strong growth and, as a 
result, has moved towards full 
production capacity more quickly 
than expected. 


The Bank has continued to reduce the 
substantial amount of monetary 
stimulus in the economy, raising its 
target for the overnight interest rate to 
2.75 per cent. 


¢ Economic growth in Canada is project- — 
ed to be in the range of 3 to 4 per cent 
over the period to the end of 2003. 


e There are both upside and downside 
risks to the outlook for the Canadian 
economy. 


e The Bank remains focused on taking 
the necessary actions to achieve the 
2 per cent target for inflation control. 


involved for the effects of interest rate chang- 
es to work through the economy, the Bank 
must remain focused on taking the necessary 
actions to achieve the 2 per cent target for 
inflation control. 
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With monetary policy still very accom- 
modative, economic growth in Canada could 
well turn out to be stronger than the Bank’s 
revised projection presented in this Update. 
At the same time, there are downside risks 
and uncertainties regarding the outlook. 
Most recently, global corporate and financial 
market developments have been adversely 
affecting investor confidence, resulting in ris- 
ing risk premiums and falling equity prices. 
The near-term strength of final sales growth 
in the U.S. economy thus remains uncertain. 
Conditions in Latin America have deteriorat- 
ed somewhat, and the geopolitical situa- 
tion remains unsettled. 


Recent Developments 


Canada’s economic recovery, which be- 
gan in the last quarter of 2001, gathered mo- 
mentum in the first half of this year. Real GDP 
(Chart 1) surged by 6 per cent at an annual 
rate in the first quarter of 2002 and is likely to 
have risen by about 4.5 per cent in the second 
quarter. 

The significant easing of monetary policy 
during 2001 was a key factor behind the 
strong growth of household demand in the 
first half of this year. Canada’s exports also 
rose considerably, as the U.S. economy began 
to recover. At the same time, the levels of both 
inventories and capital spending were 
stronger than anticipated. Together, these 
developments suggest a broadening of the 
recovery across sectors. 


| Chart 1 
Gross Domestic Product for Canada in Constant Dollars 
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Chart 2 
Conventional Estimate of Output Gap* 
Difference between actual output and estimated potential output 
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* The shading around the values of the estimated output gap shows 
(from darkest to lightest) confidence intervals of 25 per cent, 50 per 
cent, 75 per cent, and 95 per cent. 

Note: The estimate for the second quarter of 2002 is based on a pro- 


jected rise in output of 4.5 per cent (at annual rates) for the quarter. 


The economy is now operating with less 
excess supply than was projected in the last 
Report. Current estimates of the Bank’s con- 
ventional measure of potential output and the 
output gap indicate that economic slack 
largely disappeared in the first half of 2002 
(Chart 2). Other indicators, however, point to 
less pressure on capacity. For example, recent 
marked increases in employment have been 
accompanied by higher labour supply, given 
the greater-than-expected rise in the labour 
force participation rate. As well, information 
gathered by the Bank’s regional offices does 
not suggest widespread capacity pressures. 
On balance, it is the Bank’s judgment that the 
economy was operating at mid-year with 
somewhat more slack than the conventional 
measure of the output gap would suggest. 

Core inflation was 2.2 per cent in May, 
slightly above the level projected in the April 
Report (Chart 3). Strong demand for housing 
and furnishings is putting upward pressure 
on the prices of both shelter and household 
durables. A large upward adjustment in the 
premiums for auto and home insurance has 
also kept the core rate up in recent months. 

The 12-month rate of increase in the total 
CPI was 1.0 per cent in May, down from 
1.5 per cent in February. This reduction 
relative to the core rate chiefly reflected a 
substantial decrease in the consumer price 
for natural gas, itself a lagged response to 


MONETARY POLICY REPORT UPDATE: JULY 2002 


In the second half of the year, supported 
by ongoing stimulative policies, U.S. econom- 
ic growth should pick up. In particular, capi- 
tal spending is projected to start to 
strengthen, and demand by households 
should be sustained. On an average annual 
basis, U.S. real GDP is expected to grow by 
about 2 3/4 per cent this year. In 2003, eco- 
nomic growth is projected to average about 
3 3/4 per cent. The downside risks to this out- 
look stem largely from recent corporate and 
financial market developments and _ their 


Chart 3 
Consumer Price Index 
Year-over-year percentage change 
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* CPI excluding the eight most volatile components and the effect of 
changes in indirect taxes on the remaining components 


last year’s sharp decline in prices at the 
producer level. 

Since early in the year, financial markets 
have reflected a divergent outlook for the Ca- 
nadian and U.S. economies and for the ex- 
pected policy responses. Canadian money 
market instruments have tended to price in 
expectations of policy rate increases in Cana- 
da, whereas in U.S. markets, participants 
have pushed out their timeline for the first 
tightening by the Federal Reserve. This has 
been reflected in the Canada-U.S. spread 
on 2-year instruments, which has widened 
significantly. 

Since the April Report, the Canadian dol- 
lar has appreciated against the U.S. dollar. 
While reflecting strong Canadian economic 
data and wider interest rate spreads, this 
movement has also been part of a general 
weakening trend of the U.S. dollar against all 
major currencies. Concerns about U.S. corpo- 
rate profitability and accounting practices, to- 
gether with the large U.S. current account 
deficit, have contributed to weakness in the 
U.S. dollar. Against major currencies other 
than the U.S. dollar, the Canadian dollar has 
weakened. 


Economic Prospects 


Following a robust first quarter, U.S. eco- 
nomic activity is estimated to have slowed to 
around 2 1/2 per cent in the second quarter of 
this year, owing to slower growth in house- 
hold spending and less support from inven- 
tory investment. 


possible effects on corporate and household 
sector confidence and balance sheets. 

In Japan, the contraction this year in eco- 
nomic activity is expected to be less pro- 
nounced than was anticipated in the April 
Report, owing partly to the somewhat faster 
recovery of exports. In Europe, real GDP 
growth is now projected to be slightly below 
earlier expectations because of persistent 
weakness in domestic demand. 

Growth prospects for a number of emerg- 
ing-market economies are expected to contin- 
ue to improve, particularly in Southeast Asia. 
The situation in Latin America has worsened, 
however, as reflected in the recent sharp 
widening of interest rate spreads. 

Over the next two years, the prices of 
non-energy commodities are projected to 
strengthen somewhat as the global economic 
expansion proceeds. Although energy prices 
are not expected to change significantly over 
the remainder of 2002, Middle East tensions 
continue to make these projections particular- 
ly uncertain. 

For Canada, the Bank projects continued 
solid growth in aggregate demand and out- 
put. Spending by households should remain 
strong, although outlays on housing and re- 
lated items will likely ease back from recent 
high levels towards the end of the forecast ho- 
rizon. With the economy operating close to 
capacity, investment spending on machinery 
and equipment should contribute positively 
to growth in aggregrate demand. As well, 
capital expenditures in the energy sector 
should increase, given expected prices for oil 
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and gas. And foreign demand for Canadian 
products is projected to continue to expand. 

At the same time, selected sectors, such as 
telecommunications, continue to experience fi- 
nancial difficulty and, more recently, there 
have been growing concerns emanating large- 
ly from developments abroad about business 
accounting practices and the interpretation of 
corporate financial statements. This has led to 
falling investor confidence and, in turn, to ris- 
ing risk premiums on corporate bonds and 
weakness in equity markets in Canada. 

As we go forward, it is the Bank’s view 
that the underlying economic situation will 
require further reductions in the amount of 
monetary stimulus. The timing and pace of 
policy adjustments will depend on _ the 
strength of the various factors at play and the 
implication for pressures on capacity and 
on inflation. 

Over the period to the end of 2003, the 
Bank projects that the rate of economic ex- 
pansion in Canada will be in the range of 3 to 
4 per cent. Given the current accommodative 
stance of policy, real GDP growth could be in 
the upper part of this range in the second half 
of this year. Further out, in the second half of 
2003, growth could be in the lower part, as 
growth of household spending slows from 
current unsustainably high rates and as im- 
ports pick up. Such a profile would result in 
real GDP growth, on an annual average basis, 
of close to 3 1/2 per cent in both 2002 and 
2003—similar to the latest private sector 
consensus forecast. 

This growth profile would return the 
Canadian economy to full production 
capacity in early 2003—sooner than was 
expected in April. 

There are both upside and downside 
risks to this projection. On the positive side, 
growth over the period could turn out to be 
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stronger because of the amount of monetary 
stimulus still in place. On the negative side, 
there are the uncertainties associated with the 
recent global corporate and financial market 
developments and their potential effects on 
confidence and world economic growth. 


The Outlook for Inflation 


With the economy projected to be in a po- 
sition of balance between aggregate demand 
and supply starting early next year, and giv- 
en underlying inflation expectations, core in- 
flation is expected to steady out at close to 
2 per cent by mid-2003. 

Until then, core inflation is expected to 
remain slightly above 2 per cent and even 
edge up somewhat in the fourth quarter of 
this year from its May level. This profile is 
based on several factors. The effects of the re- 
cent large increases in insurance premiums 
and of the earlier depreciation of the Canadi- 
an dollar will persist for some time before di- 
minishing in 2003. Changes in the amount of 
price discounting are also playing a major 
role. Intense price discounting in the fourth 
quarter of last year temporarily lowered core 
inflation. With the strong recovery, the 
amount of price discounting has diminished 
significantly. This reversal is expected to 
show up as a temporary increase in the 
12-month rate of growth of core inflation in 
the fourth quarter of this year. 

Higher energy prices and increases in to- 
bacco taxes are expected to push total CPI in- 
flation up close to the core rate over the next 
two months. Through the second half of this 
year, the total and core rates are expected to 
be broadly in line. For 2003, total CPI inflation, 
like core inflation, is projected to level out 
near 2 per cent. 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It includes information received up to the fixed announcement date on 
21 January 2003 and updates the October 2002 Monetary Policy Report. 


At the time of the October Monetary 
Policy Report, the Bank projected that core 
inflation would rise in the fourth quarter 
of 2002, reflecting a combination of one-off 
factors—including the rise in insurance 
premiums—and the “echo effect” from 
developments towards the end of 2001. It 
was expected that the overall impact of 
these factors would peak in the fourth 
quarter, with core inflation reaching about 
3 per cent at year-end, and that these ef- 
fects would diminish through 2003. Thus, 
core inflation and total CPI inflation were 
expected to return to 2 per cent in the 
second half of 2003. 

Rates of inflation since the October Re- 
port have come in somewhat higher than 
expected. This reflects not only a stronger- 
than-expected increase in insurance pre- 
miums but also some broadening of price 
pressures. 

After expanding significantly faster 
than potential during the first half of 2002, 
the Canadian economy slowed to a 
growth rate close to potential in the sec- 
ond half of the year. With this slowdown, 
the level of economic activity in Canada 
has remained near capacity since mid- 
year. Indeed, the higher-than-expected 
rates of inflation, together with various 


Highlights 


Rates of inflation have risen somewhat 
more than expected at the time of last 
October’s Monetary Policy Report. 


Stronger-than-expected increases in 
insurance premiums and some 
broadening of price pressures, possibly 
reflecting an economy operating closer 

to capacity than previously believed, 
account for this higher inflation outcome. 


While conditions in financial markets 
have improved, and it is assumed that 


they will continue to do so, significant 
geopolitical and global economic 
uncertainties remain. 


In the Bank’s base-case projection for the 
Canadian economy, demand pressures are 
expected to strengthen in the second half 
of 2003 and into 2004, following growth at 
slightly below potential in the first half of 
this year. 


With the stance of monetary policy 
currently very stimulative, a reduction of 
stimulus will be required in order to 
return inflation to the 2 per cent target 
over the medium term. 
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the Overnight Rate, and Target for the Federal Funds Rate 
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measures of capacity pressures, may be in- 
dicating that the economy is operating 
closer to capacity than the Bank had pre- 
viously believed. 

The slowdown in economic growth in 
the second half of 2002 reflected the effects 
of financial and geopolitical uncertainties 
and weakness in the global economy. 
While conditions in financial markets 
have improved, and it is assumed that 
they will continue to do so, significant ge- 
opolitical and economic uncertainties re- 
main. In these circumstances, the Bank left 
the target overnight rate unchanged at 
275 percent ‘ono December and on 
21 January (Chart 1). 

On the geopolitical front, our base- 
case projection for economic growth in 
Canada this year assumes that the uncer- 
tainties regarding Middle East tensions 
will dissipate in the second half of 2003. It 
must be recognized, however, that eco- 
nomic outcomes globally and in Canada 
could be significantly affected by how 
events in the Middle East actually unfold. 

In the Bank’s base case, the Canadian 
economy is expected to grow near poten- 
tial in 2003. As a result, activity levels in 
Canada are expected to remain close to 
capacity. Core and total inflation are 
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projected to decline through the year as 
the effects of the one-off factors diminish, 
but they will likely still be above 
2 per cent at the end of 2003, higher than 
expected at the time of the October Report. 

Overall, with the stance of monetary pol- 
icy currently very stimulative, a reduction of 
stimulus will be required in order to return 
inflation to the 2 per cent target over the 
medium term. A number of elements, how- 
ever, will come into play in determining the 
pace of increase in policy interest rates. 

First, although much of the recent in- 
crease in inflation has been the result of 
one-off factors, the possibility that demand 
pressures are becoming more prominent 
cannot be ruled out. Second, the Bank must 
guard against the risk that inflation persist- 
ently above the 2 per cent target might lead 
to an increase in the expected trend of infla- 
tion. Third, although we have seen an 
improvement in financial conditions, 
business and investor confidence remain 
fragile because of uncertainty concerning 
the geopolitical situation. Fourth, the way 
in which developments in the Middle East 
unfold could affect demand and inflation, 
both globally and in Canada, through vari- 
ous channels. (See Annex.) 


Recent Economic and Financial 
Developments 


In the second half of 2002, Canada’s 
economic growth eased from the very 
strong pace registered earlier in the year. 
Real Gpp (Chart 2), after rising at an annual 
rate of 5.1 per cent in the first half of 2002, is 
estimated to have advanced at a rate close 
to 3 per cent in the second half. 

With the significant monetary stimu- 
lus provided by low interest rates, house- 
hold spending rose strongly in 2002. 
Expenditures by businesses on machinery 
and equipment also recovered signifi- 
cantly. Increased uncertainty about the 


MONETARY POLICY RE 


Chart 2 
Real Gross Domestic Product for Canada 
Quarterly growth 8 
at annual rates 
Year-over-year 
percentage change 6 


NO 


i=) 


1998 1999 2000 2001 2002 
* The letter “e” denotes estimate based on available indicators. 


ww 
WR ea SP ae ae 


economic outlook, however, held back the 
pace of non-residential construction and 
inventory accumulation in the second half 
of the year. Although growth in Canada’s 
exports was robust through most of 2002, 
it appears to have eased towards year-end 
because of the slowdown in the rate of 
economic expansion in the United States. 
Conditions in financial markets have 
improved since the last Report. Equity 
prices in both Canada and the United 
States have recovered from their October 
lows, and volatility in equity and bond 
markets has declined. Spreads between 
yields on corporate and government 
bonds have narrowed but are still at high 
levels, particularly for riskier borrowers. 
For their part, banks have remained cau- 
tious in their lending to large corporate 
borrowers. Nonetheless, higher-quality 
borrowers have access to financing 
through debt capital markets at interest 
rates that are now near 10-year lows. 
Estimates of the Bank’s conventional 
measures of potential output and the out- 
put gap indicate that levels of activity 
have been close to full production capacity 
since mid-2002 (Chart 3). A number of 
other indicators are consistent with this 
assessment, including the rate of capacity 
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Chart 3 
Estimated Output Gap* 


Difference between actual output and estimated potential output 
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utilization in the non-farm goods-produc- 
ing sector, the cyclical position of profit 
margins, and the proportion of firms re- 
porting shortages of skilled labour in the 
survey conducted by the Bank’s regional 
offices. 

However, other labour market indica- 
tors suggest somewhat greater slack than 
the conventional measure of the output 
gap. In particular, the substantial increases 
inemployment since the beginning of 2002 
seem to have been met largely through an 
increased supply of labour, as evidenced 
by a marked increase in the participation 
rate and the absence of pressure on wages. 

The higher-than-expected rate of core 
inflation also raises the possibility that 
there is less slack in the economy than the 
Bank estimated at the time of the October 
Report. 

Core inflation was 3.1 per cent in No- 
vember, higher than the level anticipated 
at the time of the October Report (Chart 4). 
Other measures of trend inflation that the 
Bank follows closely also rose to about the 
same rate (Chart 5). 

Several one-off factors helped push 
core inflation up in the fourth quarter of 
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Chart 4 
Consumer Price Index 
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Chart 5 
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2002. Substantial increases in the premi- 
ums for both auto and home insurance 
contributed 1.0 percentage point to core 
inflation in November. Year-to-year in- 
creases in electricity prices in Ontario, 
while easing somewhat since August, re- 
mained high.' Also contributing was the 
echo effect of the temporary price dis- 
counting in the fourth quarter of 2001. 


1. Electricity prices in Ontario are expected to have fallen 
sharply in December as a result of a temporary rebate. This 
should result in a dip in core inflation followed by a reversal 
in January. 


At the same time, a combination of 
cost increases and strong demand is exert- 
ing upward pressure on prices in some 
sectors, such as shelter, food, and some 
services. More broadly, the fact that the 
various one-off relative price increases are 
having a large impact on measures of 
trend inflation reflects an underlying firm- 
ness in the price-setting environment. 

The 12-month rate of increase in the 
total CPI was 4.3 per cent in November, up 
from 2.6 per cent in August. This marked 
increase relative to the core rate chiefly 
reflected substantial increases in the 
consumer prices of gasoline, fuel oil, and 
natural gas. 


Economic Prospects 


Prospects for economic growth in 2003 
for the United States, the major overseas 
economies, and the emerging markets 
have moderated somewhat since the Octo- 
ber Report. However, we continue to ex- 
pect global economic growth to pick up 
appreciably in the second half of the year 
and into 2004. 

U.S. economic growth, after slowing 
in the fourth quarter of last year by more 
than projected, should regain its momen- 
tum in 2003, supported by ongoing stimu- 
lative policies. In particular, if financial 
conditions continue to improve, the U.S. 
economy is expected to outpace growth in 
capacity in the second half of the year, aid- 
ed by a strengthening in capital spending. 
On an average annual basis, U.S. real GDP 
should increase by almost 3 per cent in 
2003. 

In Europe, the lower projection for 
growth in real GDP in 2003 reflects slug- 
gish domestic demand and slow recovery 
in the export sector. In Japan, a gradual 
recovery should continue this year, but 
at a slower pace than expected at the time 
of the last Report, given weaker external 
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demand. In the rest of Asia, economic 
growth is expected to remain relatively 
strong. 

For Canada, the Bank’s base case 
projects that economic growth in 2003 will 
average close to the growth in potential 
output, which is estimated at 3 per cent. 
This projection is a little lower than the 
most recent average private sector consen- 
sus forecast for 2003; it is also slightly 
below that indicated in the October Report, 
largely as a result of the slower growth 
prospects for the U.S. and overseas 
economies. Nonetheless, we anticipate 
increased demand pressures in the second 
half of 2003 and into 2004, following 
growth at slightly below potential in the 
first half of this year. 

The Bank expects that the level of risk 
premiums in financial markets will con- 
tinue to decline as corporate profitability 
and investor confidence solidify. This 
should improve the environment for busi- 
ness investment. 


The Outlook for Inflation 


While the core rate of inflation will 
likely remain well above the 2 per cent 
midpoint of the target range in the 
near term because of the one-off factors 
described above, the combined effect of 
these factors is likely to have largely run 
its course by early 2004. 

The echo effect on the core rate arising 
from the unusual price discounting in the 
fourth quarter of 2001 should disappear 
by the end of the first quarter of 2003. The 
recently announced return to regulated 
pricing of electricity in Ontario implies 
that the upward pressure on core inflation 
from electricity prices should continue to 
ease in coming months. The upward 
movement in insurance premiums, how- 
ever, is now expected to be more persist- 
ent than had been anticipated earlier. And 


on 


the effects of the drought in western Can- 
ada and elsewhere are putting pressure on 
the prices of some food components of the 
coreGPl. 

With a reduction in the amount of 
monetary stimulus, the level of output is 
projected to remain close to capacity dur- 
ing 2003 and into 2004. As a result, we do 
not expect persistent pressure on inflation 
from the demand-supply balance. Overall, 
core inflation is projected to move down 
to 2 per cent in early 2004. 

The outlook for the 12-month rate of 
increase in the total CPI will continue to be 
importantly affected by developments in 
crude oil prices. If oil prices were to stay 
near their current high levels of just over 
US$30 per barrel, total CPI inflation could 
move up to between 4.0 and 4.5 per cent in 
the first quarter of 2003. In the second half 
of the year, if oil prices ease back, consist- 
ent with current market expectations, total 
CPI inflation would move down, back in 
line with core inflation. 

With the persistence of high rates of 
inflation, there is a risk of an increase in in- 
flation expectations. If this were to occur, 
inflation pressures would be stronger and 
the need for policy action by the Bank 
would be correspondingly greater. 


Annex 


The Effect of Hostilities in the 
Middle East 


The possible outbreak of a major mili- 
tary conflict in the Middle East constitutes 
a particularly important source of uncer- 
tainty at this time. The effects of such a 
conflict on the Canadian and global econ- 
omies are difficult to determine with any 
precision, since they depend on a variety 
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of factors, including the timing, length, 
and severity of any action. A short, deci- 
sive conflict, or an early non-military 
resolution of the dispute, could reduce ge- 
opolitical uncertainties fairly rapidly. On 
the other hand, a prolonged major mili- 
tary conflict could intensify uncertainty 
regarding the world economic outlook 
and adversely affect consumer and busi- 
ness confidence. In this last case, petrole- 
um supplies could be seriously disrupted, 
resulting in higher oil prices, which would 
restrain world economic activity. Such a 
price rise would also raise the value of 
Canadian oil exports and feed into higher 
total CPI inflation. Finally, higher military 
spending could provide significant stimu- 
lus to U.S. aggregate demand. 


Copies of the Monetary Policy Report and the Update can be obtained by contacting the Bank at: 


Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 


Web site: http://www.bankofcanada.ca 
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This text 1s a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank’s updated outlook based on information received 
between 15 April and 15 July 2003. 


Since the April Monetary Policy Report, 
there have been a number of unanticipated 
developments that have changed the out- 


lowered the target rate by 25 basis points to 
3 per cent. This change in policy stance will 
provide additional near-term support for 


look for inflation and economic activity in 
Canada. Both inflation and inflation expec- 
tations have declined more rapidly than the 
Bank had expected. Near-term domestic 
activity has been undercut by the effects of 
severe acute respiratory syndrome (SARS) 
and an isolated case of bovine spongiform 
encephalopathy (BSE) in Canada. Foreign 
demand for Canadian products has also 
been weaker than earlier anticipated. As 
well, the substantial rise in the value of the 
Canadian dollar against the U.S. dollar will 
have a dampening effect on the future 
growth of demand for Canadian goods and 
services and will contribute to downward 
pressure on the prices of some components 
of the CPI. 

In this context, inflation pressures have 
eased, more slack is developing in the econ- 
omy than had been expected, and the out- 
put gap at the end of 2003 will be larger 
than projected in the April Report. It now 
appears that core inflation will fall below 
the 2 per cent target by year-end. 

In response to these changing circum- 
stances, the Bank left the target for the over- 
night rate unchanged on 3 June, seeing less 
need to reduce the amount of monetary 
stimulus being provided, and on 15 July it 


Highlights 


e Inflation pressures have eased, and 


more slack is developing than 
previously projected. 


It now appears that core inflation will 
fall below the 2 per cent target by 
year-end. 


To support growth in domestic 
demand and aggregate levels of 
activity, the Bank lowered its target for 
the overnight rate by 25 basis points 
on 15 July. 


¢ The Bank expects that growth in the 


Canadian economy will strengthen 
towards the end of 2003 and through 
2004. 


e The Bank will closely monitor the 
strength of domestic and external 
demand with a view to keeping 
inflation on track to meet the 2 per 
cent target over the medium term. 
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domestic demand growth and, consequent- 
ly, for levels of aggregate demand consist- 
ent with keeping inflation on track to meet 
the 2 per cent target over the medium term. 

The Bank expects that growth in the 
Canadian economy will strengthen to- 
wards the end of 2003 and through 2004. 
Factors supporting this outlook include the 
unwinding of the adverse effects of SARS 
and BSE, the expected rebound in the U.S. 
economy, the much-improved tone in capi- 
tal markets, and the underlying strength of 
Canadian domestic demand. 

A number of risks surround this base- 
case scenario. On the upside, the recent 
strengthening in global equity markets, 
combined with the stimulative stance of 
macroeconomic policies in the major indus- 
trialized countries, could lead to a stronger 
global economic recovery than assumed in 
this Update. On the downside, prospects for 
U.S. demand for Canadian goods and serv- 
ices could be weaker than currently as- 
sumed, particularly if the expected 
recovery in U.S. investment spending is de- 
layed. The Bank will monitor these risks 
closely. 


Overview of Recent Economic 
and Financial Developments 


After expanding at a vigorous pace in 
the first half of 2002, Canada’s real GDP ad- 
vanced by a modest 2.3 per cent (annual 
rate) between mid-2002 and the first quar- 
ter of 2003 and is estimated to have been 
flat in the second quarter (Chart 1). 

Exports fell in the fourth quarter of 
2002 and in the first half of 2003 as the pace 
of economic expansion in the United States 
slowed. Exports in the second quarter of 
2003 were also held back by the adverse 
economic effects associated with SARS and 
BSE. Travel to Canada decreased sharply 
following the outbreak of SARS in the Great- 
er Toronto Area, and cattle and beef ex- 
ports have been halted pending the 
investigation of one case of BSE in Alberta. 


Chart 1 
Real Gross Domestic Product for Canada 


Quarterly growth 
at annual rates ‘Year-over-year 


percentage change 


1999 2000 2001 2002 2003 


* The letter “e” denotes estimate based on available indicators. 
The estimate for 2003Q2 is 0 per cent growth. 


In contrast, growth in household 
spending was robust in the second half 
of 2002 and in the first quarter of 2003, 
boosted by low interest rates. However, 
the pace of expansion of household expen- 
ditures moderated somewhat in the second 
quarter. 

Conditions in financial markets have 
continued to improve since the April Re- 
port. The predominant developments have 
been a global portfolio reallocation into 
higher-yield fixed-income assets, which 
has further reduced spreads on corporate 
and emerging-market debt vis-a-vis 
benchmark government bonds, and a con- 
tinuation of the equity market recovery 
that began in March. Equity markets were 
buoyed by a combination of low interest 
rates, generally positive first-quarter earn- 
ings, and increasing confidence that the 
pace of expansion in the U.S. economy will 
pick up. Over the period, yields on longer- 
term bonds fell by about 80 basis points but 
subsequently rose by some 50 basis points. 

The Canadian dollar has appreciated 
from a range of 67.5 to 69 U.S. cents to a 
range of 72 to 75 U.S. cents since the April 
Report. Both the magnitude and speed of 
this appreciation have been greater than 
the Bank had anticipated. This movement 
is part of a broader multilateral adjustment 
in the U.S. real exchange rate. Foreign 
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investors have become less willing to accu- 
mulate U.S.-dollar assets to finance large 
ongoing U.S. current account deficits. The 
appreciation also reflects the relative 
strength of domestic demand in Canada, 
where the economy is operating closer to 
full capacity than in the United States. This 
relative strength has been reflected in wid- 
ening interest rate differentials with the 
United States. 

The Bank’s conventional measures of 
potential output and the output gap indi- 
cate that the level of economic activity was 
near full capacity in the first quarter of 2003 
and fell below full capacity in the second 
quarter (Chart 2).! 

A number of indicators support the 
view that a small amount of slack had 
opened up by mid-year. The unemploy- 
ment rate rose slightly, and in the regular 
survey conducted by the Bank’s regional 
offices the proportion of firms reporting 
shortages of labour diminished further. 
Rates of increase in the prices of both new 
and existing homes have also eased since 
late 2002. 

Core inflation was 2.3 per cent in May, 
lower than projected at the time of the April 


Chart 2 
Estimated Output Gap* 
Difference between actual output and estimated potential output 


Chart 3 
Consumer Price Index 
Year-over-year percentage change 


Total CPI 
Target range 
Target midpoint 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 
* CPI excluding the eight most volatile components and the effect of 


changes in indirect taxes on the remaining components 


Report and down considerably since Febru- 
ary (Chart 3). Other measures of trend in- 
flation have also eased. A sharp slowdown 
in the rate of increase in the premiums for 
automobile insurance was a significant 
contributing factor in these developments. 
Sharply lower levels of activity in tourism- 
related sectors contributed to marked price 
reductions, although much of this price dis- 
counting is expected to be temporary. A 
somewhat lower-than-expected level of in- 
flation was also evident in the prices of a 
broad range of core products and services. 

The 12-month rate of increase in the to- 
tal CPI was 2.9 per cent in May, down from 
4.6 per cent in February. In addition to the 
factors pushing down the core rate, the 
prices of gasoline and fuel oil eased consid- 
erably from the levels reached in February. 

Most of the measures of inflation ex- 
pectations that the Bank follows have 
declined since mid-April, and all the 
medium- and longer-term measures are 
now close to 2 per cent. In particular, the 
consensus forecast for CPI inflation in 2004 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 
is 2 per cent. As well, the percentage of 


firms in the Bank’s regional survey that 
expect CPI inflation to exceed 3 per cent on 
average over the next two years has fallen 
to. 3 pet ‘cent .in the most recent survey, 
from 26 per cent in the survey conducted 
three months earlier. 


* The shading around the values of the estimated output gap shows 
(from darkest to lightest) confidence intervals of 25 per cent, 50 per 
cent, 75 per cent, and 95 per cent. 

Note: The estimate for the second quarter of 2003 is based on a projec- 

tion of 0 per cent growth for the quarter. 


1. The data period used in the filter that determines potential 
output ends in the first quarter of 2003 because of special factors 
affecting GDP in the second quarter. 
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Economic Prospects 


Prospects for global economic growth 
in 2003 have softened somewhat since the 
April Report. Nevertheless, with the reduc- 
tion in geopolitical uncertainty, the marked 
improvement in capital markets, and the 
easing of macroeconomic policy in many 
industrial countries, the Bank continues to 
expect the pace of global expansion to 
strengthen towards the end of the year and 
through 2004, especially in the United 
States and Canada. 

Growth in U.S. economic activity is es- 
timated to have been about 1 1/4 per cent 
over the first half of the year, weaker than 
assumed in the April Report and well below 
that country’s growth potential. Stimula- 
tive monetary and fiscal policies, the lower 
level of the U.S. dollar, and the recent rise 
in consumer confidence, combined with 
the upturn in equity markets, should sup- 
port a rebound in U.S. economic growth 
during the second half of the year. Expan- 
sion to a rate above the economy’s growth 
potential is projected by year-end and 
through 2004. Business expenditures on 
capital equipment are expected to strength- 
en over this projection horizon. On an aver- 
age annual basis, U.S. real GDP should 
increase by just over 2 per cent in 2003 and 
by 4 per cent in 2004. This projection is sim- 
ilar to the most recent average private sec- 
tor consensus forecast for 2003 and slightly 
above the consensus outlook for 2004. Al- 
though the projection for 2003 is somewhat 
lower than in the April Report, the overall 
projection is broadly similar. 

Owing to the restraining effects of the 
recent appreciation of the euro against the 
U.S. dollar, the recovery in Europe over the 
remainder of this year is expected to be 
more modest than was projected in the 
April Report. Economic conditions in Japan 
are expected to remain subdued. 

With weaker global demand, prospects 
for emerging-market economies have 


deteriorated somewhat. Growth in Asia is 
projected to remain comparatively robust, 
despite the negative effects of SARS. 

In Canada, economic growth is expect- 
ed to strengthen towards the end of 2003 
and through 2004. The Bank’s base-case 
projection assumes that the confidence lev- 
el of foreigners concerning travel to Cana- 
da will gradually improve over the 
remainder of this year and that cattle and 
beef exports will resume soon. As a result, 
the dampening effects of SARS and BSE on 
the level of aggregate economic activity in 
Canada should be short-lived. 

Thus, while growth in the third quarter 
is expected to be somewhat lower than the 
2 1/2 per cent anticipated last April, it is 
projected to pick up to the 3 per cent rate of 
growth of potential in the fourth quarter 
and to gather further strength over the 
course of 2004. Growth through 2004 is pro- 
jected to be higher than previously antici- 
pated. Such a scenario would imply that 
the slack that is expected to open up in 2003 
will be largely absorbed by the end of 2004. 

Since the boost to Canadian exports 
from the anticipated rebound in the U.S. 
economy will be tempered by the dampen- 
ing effects of the recent appreciation of the 
Canadian dollar, more of the growth in 
aggregate demand will have to come 
from domestic sources. These include 
household spending, which is expected 
to rise at a solid pace, given the effects of 
continued monetary stimulus, and busi- 
ness investment, which should strengthen 
with the assumed improvement in busi- 
ness confidence. 

This outlook would imply real GDP 
growth, on an average annual basis, of 
about 2 per cent in 2003 and just over 3 per 
cent in 2004. This projection for 2004 is in 
line with the most recent average private 
sector consensus forecast, while that for 
2003 is slightly lower. 
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The Outlook for Inflation 


The core rate of inflation is expected to 
move down below the 2 per cent target in 
the fourth quarter of 2003 and to remain be- 
low the target through 2004, before return- 
ing to 2 per cent by mid-2005 (Table 1). 

The slack in product and labour mar- 
kets should be a source of downward pres- 
sure on inflation over the projection 
horizon. The effects of one-off factors, such 
as the recent hikes in insurance premiums, 
that pushed core inflation up close to 3 per 
cent earlier this year should continue to di- 
minish. The recent substantial appreciation 
of the Canadian dollar is likely to be anoth- 
er source of downward pressure on the 
core rate over this period—though this ef- 
fect is still expected to be relatively small. 

Some of the recent price discounting in 
tourism-related industries should moder- 
ate later in 2003 as activity returns to more 
normal levels. 

Developments in crude oil markets will 
continue to have important effects on the 
outlook for the 12-month rate of increase in 


the total CPI. Based on the assumption that 
oil prices will ease to about US$25 per bar- 
rel early in 2004 (close to current market ex- 
pectations), total CPI inflation will likely fall 
below core inflation in 2004, before steady- 
ing out at a rate close to 2 per cent in 2005. 
Since the effect of the exchange rate appre- 
ciation on the total CPI is likely to be larger 
than on the core CPI, this will also tend to 
lower total CPI inflation relative to core 
inflation in the next few quarters. 


Table 1 
Projection for Core and Total CPI Inflation 
Year-over-year percentage change 


Core 
Inflation 


Total CPI 


* Assumptions for the price of West Texas Intermediate 
Crude Oil (US$ per barrel) 


Copies of the Monetary Policy Report and the Update can be obtained by contacting the Bank at: 


Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 
Web site: http://www.bankofcanada.ca 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank’s updated outlook based on information received 
between 15 October 2003 and 19 January 2004. 


Since the October Monetary Policy Re- 
port, three developments have led the Bank 
of Canada to modify its outlook for eco- 
nomic growth and inflation in Canada. 
First, economic activity in the rest of the 
world, especially in the United States, has 
been stronger than expected. Second, the 
U.S. dollar has continued its sharp depreci- 
ation against major world currencies, in- 
cluding the Canadian dollar, largely as a 
result of global economic imbalances. 
Third, downward revisions to Canadian 


higher commodity prices, and the realign- 
ment of world currencies, including the Ca- 
nadian dollar. In this context, the role of 
monetary policy is to support aggregate 
demand sufficient to eliminate the output 
gap, so as to return inflation to its target 
over a two-year horizon. 


Highlights 


i LOVEeIrn ment? 
, 


The Bank has lowered its projection 


GDP data in the first half of 2003 and lower- 
than-expected growth in the third and 
fourth quarters mean that the amount of 
economic slack was somewhat larger at the 
end of 2003 than projected by the Bank in 
its October Report. 

Weighing these developments and 
their likely persistence, the Bank lowered 
its projection for output over the next year 
and a half and concluded that additional 
monetary stimulus would be required to 
support aggregate demand and return in- 
flation to 2 per cent over the medium term. 
Thus, on 20 January, the Bank lowered its 
target for the overnight interest rate by 
25 basis points to 2 1/2 per cent (Chart 1). 

But risks remain. The main uncertain- 


for output over the next year and a half 
and has provided additional monetary 
stimulus. 


After mid-2004, the Canadian economy 
is projected to grow faster than 
capacity, relying primarily on private 
domestic demand. 


The economy is projected to return to 
close to full production capacity by the 
third quarter of 2005, and inflation 
should return to its 2 per cent target 
late in that year. 


The main uncertainties in the outlook 


ties for the Canadian economic outlook re- 
late to the adjustment to global changes. 
These include a stronger world economy, 


relate to the adjustment to global 
changes. 
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Chart 1 
Target for the Overnight Rate 
and Target for the U.S. Federal Funds Rate 
Daily 


Target for 
the overnight rate 
Target for the c 
US. federal 
funds rate 


Overview of Recent Economic 
and Financial Developments 


A global economic recovery, led by the 
United States, appears to be well underway 
and is proceeding at a somewhat stronger 
pace than was expected. 

Canada’s real GDP, after edging down 
in the second quarter of 2003, grew at an 
annual rate of only 1.1 per cent in the third 
quarter—a weaker result than projected in 
the last Report. Recent indicators for spend- 
ing and activity point to a strengthening in 
the pace of economic expansion in the fourth 
quarter, with growth at about 4 per cent 
(Chart 2)—a rate above that of potential. 


Chart 2 
Real Gross Domestic Product for Canada 


Quarterly growth 


Year-over-year 
iy at annual rates 


percentage change 


1999 2000 2001 2002 


* The letter “e” denotes estimate based on available indicators. 


Chart 3 
Contributions to Real GDP Growth 
Percentage points, quarterly at an annual rate 


Final domestic demand 


Inventory 
investment 


Net exports 


The modest rate of growth in the third 
quarter largely reflected a sharp inventory 
correction by manufacturers and retailers 
(Chart 3). Economic activity was also ad- 
versely affected by the August blackout in 
Ontario and by the closure of international 
borders to imports of Canadian cattle, beef, 
and related products after the discovery of 
one case of bovine spongiform encephalop- 
athy (BSE) in May. 

The completion of the inventory correc- 
tion, together with the recovery from these 
unusual shocks,! contributed importantly 
to the estimated rebound in growth in the 
fourth quarter. More generally, various as- 
pects of the current climate, including ro- 
bust employment gains and favourable 
financial conditions, suggest that stronger, 
more sustainable economic growth re- 
sumed in the fourth quarter of 2003. 

Against this backdrop, the Canadian 
dollar has appreciated further against the 
U.S. dollar since last October, touching a 
ten-year high of 78.84 cents and averaging 
76.5 cents over the period. On a trade- 
weighted basis, the movement has been 
somewhat less, given the relatively large 


1. The recent discovery of a case of BSE in the United States ina 
cow that originated in Alberta has led to an extension of the ban 
on imports of live cattle from Canada, thereby delaying the 
recovery of Canada’s cattle industry. 
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depreciation of the U.S. dollar against over- 
seas currencies. Of note, the Canadian dol- 
lar has depreciated 4 1/2 per cent against 
the euro over the last three months. Over- 
all, the stronger Canadian dollar appears to 
have begun to cut into the pace of economic 
activity in terms of weaker-than-expected 
export growth and signs of greater import 
penetration in the fourth quarter. 

The Bank’s conventional measures of 
potential output and the output gap indi- 
cate that the level of economic activity fell 
below full capacity in the second and third 
quarters of 2003 (Chart 4). And, while the 
amount of economic slack probably de- 
creased somewhat in the fourth quarter, 
significant excess supply remains. Based on 
an analysis of all the indicators of capacity 
pressures, the size of the output gap is 
judged to be slightly larger than the con- 
ventional measure suggests. 

Even with a lower level of output and a 
strong Canadian dollar, core inflation (at 
1.8 per cent in November) was slightly 
higher than projected in our October Report 
and up somewhat since August (Chart 5). 
The positive surprise in the core rate main- 
ly reflected less price discounting of auto- 
mobiles and clothing than expected; it 
should be temporary. 


Chart 4 
Estimated Output Gap* 
Difference between actual output and estimated potential output 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


* The shading around the values of the estimated output gap shows 
(from darkest to lightest) confidence intervals of 25 per cent, 
50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the fourth quarter of 2003 is based on a projec- 
tion of 4.0 per cent growth for the quarter. 


Chart 5 
Consumer Price Index 
Year-over-year percentage change 


Total CPI 
Target range 
Target midpoint 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 
* CPI excluding the eight most volatile components and the effect of 


changes in indirect taxes on the remaining components 


Core CPI inflation is likely to continue 
to exhibit some near-term volatility—rising 
in December before falling in the first quar- 
ter of 2004. These movements will mainly 
reflect the effects of special factors a year 
ago.” If one looks through these influences, 
however, underlying price pressures and 
the presence of unutilized capacity suggest 
a core rate of inflation below current levels. 

The 12-month rate of increase in the to- 
tal CPI was 1.6 per cent in November, down 
from 2.0 per cent in August. This decrease 
in total CPI inflation was chiefly due to re- 
ductions in the consumer prices of gasoline 
and fuel oil from their levels a year earlier. 


Adjusting to Global Changes 


The stronger Canadian dollar largely 
reflects a response to global economic and 
financial forces. These include not only ele- 
ments reflecting stronger world demand, 
such as higher world commodity prices, 
but also the adjustments associated with 
redressing global economic imbalances. 

The stronger dollar means that the Ca- 
nadian economy will be relying less on net 
exports and more on domestic demand. 


2. For example, the 12-month rate of increase in the core CPI is 
expected to rise temporarily in December 2003, given that the 
first rebate on Ontario electricity prices lowered the level of the 
core CPI in December 2002. 
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This will require shifts in activity among 
sectors and changes on the part of many 
businesses. The Bank’s recent regional sur- 
vey suggests that these changes are under- 
way. In particular, it indicates that firms 
affected by the appreciation have made 
plans to adjust—for example, by installing 
new machinery and equipment. 

Canadian monetary policy facilitates 
the overall adjustment process by helping 
to sustain aggregate demand. 


Economic Prospects 


The global economic expansion is 
expected to strengthen over the next year 
or so, although economic imbalances still 
create uncertainty about its sustainability. 

Growth in U.S. real GDP is projected to 
remain above the economy’s growth poten- 
tial in 2004, supported by stimulative poli- 
cies and the depreciation of the U.S. dollar. 
Strengthening capital spending by busi- 
nesses, combined with a considerable con- 
tribution from inventory investment, 
should underpin the expansion in activity. 
The Bank expects that U.S. economic activ- 
ity will increase by about 4 1/2 per cent in 
2004, on an average annual basis, which is 
somewhat stronger than was projected in 
the October Report. And, while prospects 
for sustained U.S. economic growth are 
clouded by the accumulation of fiscal and 
external imbalances, U.S. output growth is 
projected to remain above that of potential 
in 2005. 

In the euro area, a gradual pickup in 
economic momentum is projected, while 
conditions in Japan should continue to im- 
prove, largely because of exports to the rest 
of Asia, especially China. Strong growth in 
emerging Asian markets should also con- 
tinue to support U.S.-dollar prices for many 
commodities. 

In Canada, economic growth in the 
period ahead will come primarily from 
private domestic demand, supported by 


monetary stimulus and by strong business 
confidence. Growth in household spending 
should also be underpinned by rising em- 
ployment and incomes. A stronger global 
economy, the reduced cost of machinery 
and equipment resulting from the higher 
Canadian dollar, and ready access to capi- 
tal markets should stimulate stronger busi- 
ness investment. Exports should receive 
some support from rising U.S. and global 
economic activity, notwithstanding a 
marked reduction, since 2001, in the U.S. 
propensity to import. However, the lower 
value of the U.S. dollar is expected to put 
continuing downward pressure on Canadi- 
an exports over the course of 2004. 

The Bank’s base-case projection now 
calls for real GDP growth in Canada to 
average about 2 3/4 per cent in 2004 (com- 
pared with 1.6 per cent in 2003), and to 
pick up to about 3 3/4 per cent in 2005. 
The Bank’s projection assumes growth of 
about 3 per cent, at an annual rate, in the 
first half of 2004, moving to 3-3 1/2 per cent 
in the second half and peaking around 
4 percent in the first half of 2005. This 
would imply that the output gap would not 
change materially before the end of 2004, 
but would be substantially closed by the 
third quarter of 2005. 


The Outlook for Inflation 


Core inflation is projected to fall below 
1.5 per cent in early 2004 (as the effect of 
past substantial increases in auto insurance 
premiums rapidly diminishes) before grad- 
ually moving back towards the 2 per cent 
target (Table 1) by the end of 2005. 

The slack in product and labour 
markets should keep inflation below 
longer-run inflation expectations over the 
next year and a half. But this effect should 
disappear as the output gap closes. 

The appreciation of the Canadian 
dollar over the last year is likely to continue 
to temper the rise in consumer prices 
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Table 1 through 2004. However, the extent of the 

Projection for Core and Total CPI Inflation pass-thr ough of exchange rate movements 
Year-over-year percentage change to consumer prices is expected to be limit- 

ed, based on the experience here in Canada 


and in other countries with low and stable 

a inflation. 
Care 19 | 13 116116117 | 19 The outlook for the 12-month rate of in- 
inflation | (1.6) (1.6) | (1.7) | (1.9) | (2.0) crease in the total CPI continues to be im- 
TotalCPl | 17 | 09 | 15 115 | 14 117 portantly affected by developments in the 
ee ele markets for crude oil. If oil prices ease to 


een about US$30 per barrel in the second half of 


Price of West Texas Intermediate Crude Oil 2004 and US$28 in 2005, as suggested by 
(US$ per barrel) forward contracts, total CPI inflation should 


33 | 31 | 30 | 28 | 28 remain below core inflation through 2005. 
CY) NCD CAD CY NOB, 


Numbers in brackets are from the October Monetary Policy Report as 
a point of reference. 


Copies of the Monetary Policy Report and the Update can be obtained by contacting the Bank at: 


Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 
Web site: http://www.bankofcanada.ca 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank’s updated outlook based on information received 
up to 20 July 2004. 


Since the April Monetary Policy Report, 
three developments have led the Bank of 
Canada to make small modifications to its 
outlook for economic growth and inflation 
in Canada. 

First, economic growth in the first half 
of 2004 is now estimated to be somewhat 
higher than projected in April because 
of stronger foreign and final domestic 
demand for Canadian products. This, 
combined with a small upward revision to 
GDP data for 2003, implies somewhat less 
excess supply at mid-year than had been 
anticipated. 

Second, world oil prices have been 
higher than expected. This has led the Bank 
to raise its projection for total CPI inflation 
over the next few quarters, but is not ex- 
pected to have any significant effect on the 
path of core inflation. While higher oil pric- 
es will tend to dampen growth in the Unit- 
ed States and the major overseas economies 
relative to earlier projections, the overall 
growth of output in Canada is unlikely to 
be appreciably affected. 

Third, recent indicators point to some 
slowing in economic growth in the United 
States for reasons other than the effect of 
higher oil prices. 

When all of these factors are taken 
into account, the Bank expects economic 


growth in Canada to be about 2 3/4 per 
cent in 2004, on an average annual basis— 
unchanged from the April Report—and 
3 1/2 per cent in 2005 —slightly lower than 
in the April Report. 


Highlights 


The Bank’s outlook for economic growth 
and core inflation in Canada is little 
changed from the April Monetary Policy 
Report. 


The Canadian economy is judged to be 
operating slightly closer to full capacity 
than was anticipated in April and is now 
expected to reach its production potential 
by mid-2005. 

Core CPI inflation is still projected to move 
back up to 2 per cent by the end of 2005. 


The short-term projection for total CPI 
inflation has been raised to reflect higher- 
than-expected world oil prices. 


Monetary stimulus will have to be 
removed to avoid a buildup of inflation 
pressures. The pace of the withdrawal will 
depend on the evolving prospects for 
inflation and for capacity pressures. 
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On a fourth-quarter-to-fourth-quarter 
basis, the Bank’s projection calls for 
growth of about 31/2 per cent in 2004— 
higher than expected in April owing to a 
stronger first half—and 31/4 per cent in 
2005—lower than projected in April. This 
outlook implies that the output gap would 
close by mid-2005, with core inflation 
moving back up to 2 per cent by the end 
of 2005. 

Against this background, the Bank held 
its target overnight rate unchanged at 2 per 
cent on 20 July (Chart 1). Experience tells 
us, however, that as economies approach 
their production capacity, monetary stimu- 
lus must be removed to avoid a buildup of 
inflation pressures. Indeed, market interest 
rates, in Canada and elsewhere, incorpo- 
rate expectations of such adjustment to 
policy interest rates. The timing and mag- 
nitude of rate increases will clearly vary 
according to each country’s economic 
circumstances. 


Chart 1 
Target for the Overnight Rate 
and Target for the U.S. Federal Funds Rate 
Daily 
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U.S. federal 
funds rate 
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In Canada, the withdrawal of monetary 
stimulus will depend on the evolving pros- 
pects for inflation and for pressures on ca- 
pacity. Three factors will play a particularly 
important role in this respect. The first is 
the assessment of the size of the output 
gap. The second is the future growth of 
Canadian exports and imports, which is 
particularly uncertain because of the 


ongoing adjustments to global changes and 
the recent patterns in trade growth. The 
third is the overall effect on the Canadian 
economy of current and future movements 
in the world prices of oil and non-energy 
commodities. In addition to these three 
factors, there continue to be heightened 
geopolitical concerns. 


Overview of Recent Economic 
and Financial Developments 


The global economic recovery is ad- 
vancing, with strong growth in the United 
States, Japan, and the emerging Asian 
economies—especially China—in the first 
quarter of 2004. Although growth in Cana- 
da’s real GDP slowed to 2.4 per cent in the 
first quarter of 2004 as a result of a marked 
inventory correction, it is expected to have 
strengthened to about 4 per cent in the sec- 
ond quarter (Charts 2 and 3). Thus, eco- 
nomic growth in the first half of this year is 
estimated to be around 3 1/4 per cent, 
somewhat higher than projected in the 
April Report, with increases in both final 
domestic demand and exports being 
stronger than anticipated. 

Combined with a small upward revi- 
sion to Canadian real GDP data for 2003,/ 


Chart 2 
Real Gross Domestic Product for Canada 
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Quarter-over-quarter 
percentage change, 
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* The letter “e” denotes estimate based on available indicators. 


1. Statistics Canada’s estimate of real growth for 2003, on an average 
annual basis, was revised up to 2.0 per cent from an initial estimate 
of 1.7 per cent. 
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Chart 3 
Contribution to Real GDP Growth 
Percentage points, quarterly at an annual rate 
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Chart 5 
Estimated Output Gap and Response to 
Regional Survey Question on Capacity Pressures 
Some or significant 
j 2 
oo, 7000-2003 Output gap* 


(left scale) ee [ (right scale) 


(left scale) 


1999 = 2000 2001 2002 2003 


* Difference between actual output and estimated potential output. Note 
that the estimate for the second quarter of 2004 is based on a projected 
rise in output of 4 per cent (at annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some or 
significant difficulty meeting an unanticipated increase in demand/ 


this outlook implies a somewhat smaller 
output gap at mid-year than was projected 
in the last Report. While recognizing that 
there is a wide confidence interval around 
any estimate of the output gap, the Bank 
judges that its conventional measure pro- 
vides a balanced assessment of excess sup- 
ply (Chart 4). Product market indicators 
suggest greater pressure on capacity. For 
example, in the Bank’s latest Business Out- 
look Survey, the proportion of firms report- 
ing pressures on capacity rose above the 
2000-2003 average (Chart 5). On the other 
hand, some labour market indicators point 
to less pressure on capacity. Hours worked 
are below trend, and wage increases re- 
main moderate. 


Chart 4 
Estimated Output Gap* 
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Core inflation moved up _ from 
1.1 per cent in February to 1.7 per cent in 
June (Chart 6). This is higher than projected 
in the last Report, owing partly to unantici- 
pated delays in reductions to auto insur- 
ance premiums and larger-than-expected 
increases in prices for motor vehicles and 
meat. At the same time, unexpectedly high 
prices for crude oil, together with unusual- 
ly tight conditions in North American gaso- 
line markets, led to a sharp rise in total CPI 
inflation. The 12-month rate of increase in 
the total CPI was 2.5 per cent in June, up 
from 0.7 per cent in February. 


Chart 6 
Consumer Price Index 
Year-over-year percentage change 


Total CPI 
Target range 
. Target midpoint 


* The shading around the values of the estimated output gap shows 
(from darkest to lightest) confidence intervals of 25 per cent, 50 per 
cent, 75 per cent, and 95 per cent. 

Note: The estimate for the second quarter of 2004 is based on a projec- 

tion of 4 per cent growth for the quarter. 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* CPI excluding the eight most volatile components and the effect of 
changes in indirect taxes on the remaining components 
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Adjusting to Global Change 


Canadian producers continue to adjust 
to developments in the global economy— 
substantially stronger world demand, higher 
commodity prices, and the realignment of 
the U.S. dollar against most major currencies, 
including the Canadian dollar. 

After rising to a 10-year peak of 
78.85 cents against the U.S. dollar in January, 
the Canadian dollar moved down to a low 
of 71.41 cents U.S. in mid-May. Since early 
June, the dollar has generally been trading 
in a range between 73.5 cents U.S. and 
76.5 cents U.S. 

These developments, and their implica- 
tions for the demand for Canadian goods 
and services, are leading to shifts in activity 
and employment among sectors and to ma- 
jor adjustments by many firms. In particular, 
many firms in industries with a high expo- 
sure to international trade have focused on 
improving productivity and reducing costs. 

Between December 2003 and April 2004, 
output growth in Canada continued to be 
particularly strong in sectors with a low ex- 
posure to foreign competition. In recent 
months, however, exports have also 
surged. It thus seems likely that even in- 
dustries highly exposed to international 
trade could see significant increases in their 
output over the near term, owing to robust 
global economic growth. Indeed, the 
Bank’s latest Business Outlook Survey sug- 
gests that firms are now more confident 
about sales prospects over the next 
12 months, both domestically and abroad. 
However, the adjustment to developments 
in the global economy is not completed. 

Moreover, it has been unusually diffi- 
cult recently to explain the movements in 
the volumes of both exports and imports in 
terms of their underlying fundamentals. At 
mid-2003, the levels of both exports and im- 
ports appeared to be well below what their 
historical relationships with real income 
and relative prices would have suggested. 
Since then, exports seem to have regained 


lost ground, while imports have recouped 
only a small portion. These puzzling devel- 
opments, together with the substantial 
revisions to these data, make it difficult to 
predict the future contribution of net ex- 
ports to GDP growth. 


Economic Prospects 


Recent data point to some slowing of 
growth in the United States. In its base- 
case outlook, the Bank now expects U.S. 
real GDP to grow by about 4 1/2 per cent in 
2004 and 4 1/4 per cent in 2005. Although 
lower than projected in the April Report, 
this still represents a solid performance led 
by robust business and consumer spend- 
ing. While near-term prospects are improv- 
ing in the euro-zone countries, the risk of 
slightly weaker growth over the next two 
years relative to that assumed in the April 
Report has increased. In Japan, however, 
prospects for a sustained recovery are now 
firmer. Asia’s strengthening economies will 
continue to support the global economic 
upswing, so long as China manages a smooth 
return to a path of sustainable growth. 

Consistent with the global growth pro- 
file and the expectations of financial mar- 
kets, this projection also assumes rising 
international interest rates to moderate in- 
flation pressures as output levels in various 
countries approach production capacity. 

In the past several months, world oil 
prices have been significantly higher than 
expected, reflecting strong global demand 
for oil and heightened tensions in the Mid- 
dle East. The Bank’s projection assumes 
that the West Texas Intermediate (WTI) 
price will average about US$38 per barrel 
in the second half of 2004 (about US$6 more 
than assumed in the last Report), before 
easing to US$35 per barrel by the second 
half of next year. 


2. Oil prices have been volatile in recent weeks. Spot and forward 
prices on 20 July were somewhat higher than assumed in the 
Bank’s current projection. 
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In Canada, economic growth through 
to the end of 2005 is expected to come 
primarily from domestic demand (Table 1). 


Table 1 
Contributions to Annual Real GDP Growth! 


2004 2005 


Consumption 


Housing 


(0.1) 


Government i | 0.7 
(0.7) 


Business fixed invest- : ; 0.9 
ment F (0.9) 


Subtotal: Final domestic ; 3 3.4 
demand 5 (3.8) 


Subtotal: Net exports 


Inventories 


1. Figures in parentheses are estimates used for the scenario in 
the April Report. 


While strong foreign demand implies 
further gains in exports, despite the ongoing 
dampening influence of the past apprecia- 
tion of the Canadian dollar, this is likely 
to be more than offset by faster growth 
in imports. Solid growth in consumer 
spending should be sustained by advances 
in real incomes. Housing expenditures 
are projected to slow down, however, 
following a period of intense activity. 
Business investment should continue to 
benefit from strong global growth, high 
commodity prices, favourable financial 
conditions, and lower prices for imported 
machinery and equipment. 


The projection assumes that govern- 
ments will maintain fiscal balance by keep- 
ing growth in spending in line with growth 
in revenues. 

The higher world oil prices assumed in 
this outlook will tend to reduce demand for 
Canadian exports and increase production 
costs for Canadian firms. But they should 
also lead to some increase in output and 
capital spending by energy-producing 
companies. Hence, the net effect on Canadi- 
an GDP is expected to be close to zero. 

The Bank’s base-case projection calls 
for real GDP growth in Canada to average 
about 3 1/2 per cent in both the second half 
of 2004 and the first half of 2005, before eas- 
ing to 3 per cent (the estimated rate of 
growth of potential output) in the second 
half.> In terms of annual averages, this im- 
plies GDP growth of about 2 3/4 per cent 
in 2004 and 31/2 per cent in 2005. The 
growth projection for 2005 is lower than 
that in the April Report, owing partly to the 
weaker U.S. outlook and partly to an antic- 
ipated slowing in household expenditures 
on durables and housing following their re- 
cent rapid expansion. With this growth 
profile, the Canadian economy is now ex- 
pected to reach its production potential by 
mid-2005. 


The Outlook for Inflation 


The Bank’s near-term outlook for core 
inflation is little changed from the April 
Report, since the recent surprises to core 
inflation are largely attributed to tempo- 
rary influences. Core inflation is projected 
to remain just above 1.5 per cent for the 
rest of 2004, before gradually moving up 
to the 2 per cent target by the end of 2005 
(Table 2). 

The presence of excess supply until 
mid-2005 should keep core inflation below 
longer-run inflation expectations of 2 per cent 


3. Quarter-to-quarter movements in GDP could be influenced by fluc- 
tuations in inventory investment. 
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Table 2 
Projection for Core and Total CPI Inflation 
Year-over-year percentage change* 


Core 1.7 aley/ 
inflation (EZ) ELeG)) 
j Dp 


Total CPI 


1.8 1.6 1.7 


(1.6) | (1.7) 
WTI** 36 | 35 33 
(level) (32) | (32) | (30) 


* Figures in parentheses are from the April Monetary Policy 
Report. 

** Assumption for the price of West Texas Intermediate crude 
oil (US$ per barrel) 


through to the end of 2005. The earlier 
appreciation of the Canadian dollar is 
also expected to continue to exert a small 
amount of downward pressure on core 
inflation over the remainder of 2004. 

The outlook for the 12-month rate of 
increase in the total CPI will continue to be 
crucially affected by developments in the 
markets for crude oil. Given the outlook 
for the WTI price of oil, total CPI inflation is 
likely to remain above 2 per cent for the 
rest of this year, before falling slightly 
below core inflation in the second half 
of 2005. 


Copies of the Monetary Policy Report and the Update can be obtained by contacting the Bank at: 


Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 
Web site: http://www.bankofcanada.ca 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank’s updated outlook based on information 
received up to 25 January 2005. 


The adjustment of the Canadian econo- 
my to major global developments continues 
to shape the economic outlook. These de- 
velopments include solid world economic 
growth; a realignment of world currencies, 
including the Canadian dollar; movements 
in the prices of crude oil and non-energy 
commodities; and the growing global pres- 
ence of China and India. Canadian mone- 
tary policy facilitates the adjustment 
process by aiming to keep inflation at its 
2 per cent target and the economy operat- 
ing near its production capacity. 

The near-term outlook for the global 
economy is a touch weaker than projected 
in the October Monetary Policy Report, but 
there is now greater confidence in the mo- 
mentum of the U.S. economy in 2005. 

The Canadian economy is expected to 
have been marginally weaker in the fourth 
quarter of 2004 than projected in the last Re- 
port, owing partly to a somewhat more pro- 
nounced adjustment to the past apprecia- 
tion of the Canadian dollar. As well, since 
October, the dollar has traded in a higher 
range than it had prior to the October Report. 

Largely reflecting the dampening effects 
on aggregate demand of the recent appreci- 
ation of the Canadian dollar, the economy 
is expected to operate a little further below 
its full production capacity in 2005 than 
was anticipated at the time of the last 


Report. For 2006, growth is projected to pick 
up to slightly more than 3 per cent, consist- 
ent with returning the economy to its pro- 
duction capacity in the second half of the 
year, and returning core inflation to the 
2 per cent target around the end of 2006. 
In line with this revised outlook, the 
pace of reduction in monetary stimulus is 
likely to be slower than envisioned in the 
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The economy is expected to operate a 
little further below its production capacity 
in 2005 than was anticipated at the time of 


the October Monetary Policy Report. 


The pace of reduction in monetary 
stimulus is likely to be slower than 
envisioned in the October Report. 


Growth is expected to pick up to slightly 


more than 3 per cent in 2006. 


With the economy moving back to its 
production capacity in the second half of 
2006, core inflation should return to the 
2 per cent target around the end of 2006. 


There are both upside and downside risks 
around the outlook, which continue to 


relate to the adjustment to global 
developments. 
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Chart 1 


Target for the Overnight Rate 
and Target for the U.S. Federal Funds Rate 


Daily 


Target for the U.S. 


federal funds rate 


2004 


Target for 
the overnight rate 


October Report. Against this background, 
the Bank left its target for the overnight rate 
unchanged in December and January 
(Chart 1). 

This outlook is subject to both upside 
and downside risks and to uncertainties. 
While the near-term risks surrounding the 
global economic outlook have lessened, 
there are still significant medium-term 
risks related to the evolution of oil prices, 
the pace of expansion in China, the way in 
which current account balances in the Unit- 
ed States and East Asia will be resolved, 
and geopolitical developments. 

Uncertainties with respect to the Cana- 
dian outlook continue to relate to the ongo- 
ing adjustments to changes in the global 
economy, including changes in the ex- 
change rate. Understanding the reasons be- 
hind exchange rate movements is crucial, 
because they may have different implications 
for aggregate demand and thus for mone- 
tary policy (Box p. 3). 


Recent Economic 
Developments 


Canada’s real GDP advanced at an annual 
rate of 3.2 per cent in the third quarter of 
2004 (Chart 2), supported by a rise in final 
domestic demand (Chart 3). Exports, how- 
ever, were considerably weaker than expect- 
ed, contributing to a larger-than-anticipated 
buildup of inventories. Economic growth is 


expected to have slowed to about 2 1/4 per 
cent in the fourth quarter of 2004 as firms be- 
gan to correct this buildup. 

Growth for the second half of 2004 is thus 
estimated to have been around 2 3/4 per 
cent—slightly lower than projected in the 
October Report. This is also marginally be- 
low the Bank’s estimate of growth in the 
economy’s production potential. 

Although considerable uncertainty is 
associated with any estimate of the output 
gap, the Bank judges that the economy is 
operating slightly below its capacity limits, 
consistent with its conventional measure of 
the output gap (Chart 4). This judgment is 
also broadly consistent with the response of 
firms to the question on capacity pressures in 
the Bank’s latest Business Outlook Survey. Some 
indicators, however, point to more slack. 


Chart 2 
Real Gross Domestic Product for Canada 


Year-over-year 
L percentage change 


Quar ter-over-quarter 


percentage change, 
1, at annual rates 


2000 2001 2002 
* The letter “e”’ denotes estimate based on available indicators. 


Chart 3 
Contribution to Real GDP Growth 
Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Inventory 


Net exports investment 
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Monetary Policy and Exchange Rate Movements 


Over the past two years, the Canadian dollar has appreciated by about 25 per 
cent relative to the U.S. dollar, from an average of 65 cents U.S. in January 2003 to an 
average of 82 cents U.S. in January 2005. 

Understanding the causes of exchange rate movements is important because the 
implications for the Canadian economy of a change in the exchange rate depend cru- 
cially on the cause of the change, and may therefore require a different monetary pol- 
icy response. From the standpoint of monetary policy, these causes can be divided 
into two broad types: those that stem from changes in the demand for Canadian 
goods and services, and those that do not. Developments over the past two years 
provide a useful illustration of these two types of forces. 

The first type relates to the strengthening global economic recovery, which led 
to a substantial increase in world commodity prices and to strong foreign demand for 
Canadian products, especially raw materials. This development represented a di- 
rect increase in Canadian aggregate demand. The associated appreciation of the Ca- 
nadian dollar dampened the increase in aggregate demand and helped to facilitate 
the adjustment of the Canadian economy by encouraging a shift in activity to- 
wards Canada’s commodity-exporting sector. To the extent that the dampening 
effect on aggregate demand exactly offsets the direct increase in demand, there 
would be no need for a policy response. 

The second type, inde- 
pendent of the demand for Two Factors Acting on the Canadian Dollar 
Canadian goods and services, Quarterly average 
relates tO the general weaken- «= "2" = es 
ing of the U.S. dollar against '”” USS per Can$ : 
most major floating curren- (right scale) —»/"- 
cies. This reflects growing eee ae 
concerns about a shortage of 110 (left scale) 
savings in the United States, 
partly related to the expand- 
ing U.S. fiscal deficit, and a ; 
surplus of savings elsewhere, ,7” Real non-energy 

5 : : é commodity prices 
mainly in Asia. The associated 80 ee (left scale) 
appreciation of the Canadian 
dole: works to reduce foreign 7oL ltt Lt LL J ! _— | : 
demand for Canadian prod- a“ 2001 2002 — 2003 2004 an 

: : * An increase represents a depreciation of the U.S. dollar against a 
ucts. All other things being trade-weighted average of the euro, the yen, the U.K. pound, and 
equal, this would require the Swiss frane. 


Note: The letter “a” denotes average of daily rates up to 24 January 2005. 


monetary policy to be more The letter “e” denotes estimate based on available indicators. 
stimulative than it otherwise 


would have been. 

Over the past two years, an important challenge for Canadian monetary policy 
has been to determine the relative importance of these two main forces on the Cana- 
dian dollar and the net impact on Canadian aggregate demand. For the early part of 
this period, both forces were at play, although the stronger world demand and ris- 
ing commodity prices appeared to be producing most of the dollar’s momentum. In 
the past few months, however, the weakening U.S. dollar appears to have become the 
relatively more important factor, especially against a background of broadly stable 
commodity prices. 


100 


90 


6 
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At the same time, the 12-month rate of 
increase in the total CPI averaged slightly 
more than 2 per cent, chiefly reflecting sub- 
stantial increases in the consumer prices of 
gasoline and fuel oil from their levels a year 
earlier. 


Chart 4 
Estimated Output Gap* 
Difference between actual output and estimated potential output 


Adjusting to Global Change 


In the first half of 2004, the global 
economic upswing contributed to a surpris- 
ingly strong recovery in Canadian exports. 
As a result, despite the earlier appreciation 
of the Canadian dollar, output rose sharply 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* The shading around the values of the estimated output gap shows 
(from darkest to lightest) confidence intervals of 25 per cent, 50 per 
cent, 75 per cent, and 95 per cent. 

Note: The estimate for the fourth quarter of 2004 is based on a projec- 


tion of 2 1/4 per cent growth for the quarter. 


Chart 5 
Consumer Price Index 
Year-over-year percentage change 


Total CPI 
Target range 
- Target midpoint 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* CPI excluding the eight most volatile components and the effect of 
changes in indirect taxes on the remaining components 


For instance, wage increases have remained 
quite moderate and, on average, core infla- 
tion has been below the 2 per cent midpoint 
of the target range since mid-2003. In contrast, 
other indicators, such as capacity utilization 
in the non-farm, goods-producing sector, 
suggest greater pressure on capacity. 

Core inflation remained near 1.5 per 
cent between August and December (Chart 5). 
Modest excess supply in the Canadian 
economy through most of 2003 and in early 
2004 contributed to keeping the core rate of 
inflation slightly below longer-run expecta- 
tions. Falling prices for many import-inten- 
sive goods, partly associated with the 
appreciation of the Canadian dollar, also 
continued to put downward pressure on 
core inflation in the second half of 2004. 


between December 2003 and August 2004 
in a number of industries highly exposed to 
international trade. 

Canadian exports fell back in the third 
quarter of 2004, and output in sectors highly 
exposed to international competition de- 
creased somewhat in September and Octo- 
ber. The further increase in the Canadian 
dollar since mid-2004 and some modera- 
tion in the growth of global demand will 
likely weigh more heavily on these indus- 
tries through 2005. 

There are clearer indications of adjust- 
ment by Canadian firms to the past and re- 
cent appreciation of the dollar. The Bank’s 
latest Business Outlook Survey, conducted 
between mid-November and mid-Decem- 
ber, showed a clear distinction between 
firms that have been adversely affected by 
the appreciation of the Canadian dollar and 
those that have not. While the latter have 
become more optimistic about future sales 
prospects, the former—mostly manufac- 
turers, exporters, and their suppliers— 
have become noticeably pessimistic. 

The Survey indicates that many firms 
are taking measures to improve productiv- 
ity and reduce costs, not only in response to 
the dollar’s appreciation, but also because 
of increased competition from Asian sup- 
pliers. A growing number of firms have 
chosen to cut costs by increasing their 
imports of inputs and finished goods 
from Asia. Some firms are adjusting to 
the appreciation by moving away from 
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low-profit products and markets towards 
those yielding higher returns. Still others 
are planning to increase their investment in 
machinery and equipment. In contrast to 
previous surveys, these now include firms 
that report having been adversely affected 
by the appreciation of the Canadian dollar. 


Economic Prospects 


World oil prices have eased since late 
October. Current oil futures contracts sug- 
gest that the West Texas Intermediate (WTI) 
oil price will average around US$47 per 
barrel in the first half of 2005, before easing 
to about US$42 per barrel by the second 
half of 2006 (see Table 2). This scenario for 
oil prices is somewhat lower than that used 
in the last Report and provides a more solid 
base for prospective growth in the global 
economy. 

The appreciation of the euro and the 
yen vis-a-vis the U.S. dollar will direct de- 
mand away from Japan and the euro area 
towards China and the United States. U.S. 
economic growth will be underpinned by 
robust business expenditures and sus- 
tained consumer spending supported by 
employment gains. The U.S. economy is 
thus expected to grow by just under 4 per 
cent in 2005 and 2006. 

In Canada, further strong growth of 
final domestic demand is expected to con- 
tribute importantly to economic growth 
this year and next (Table 1). Business in- 
vestment is expected to increase substan- 
tially as a result of continued global 
economic expansion and the associated 
high level of commodity prices, favourable 
financial conditions, and ongoing reduc- 
tions in the prices of imported machinery 
and equipment. Further gains in real in- 
comes should contribute to solid growth in 
consumer spending. However, given rapid 
increases in recent years, housing invest- 
ment is not expected to contribute further 
to growth in domestic demand. 


This outlook assumes that spending by 
all levels of government will increase 
broadly in line with revenues, as govern- 
ments continue to strive to maintain fiscal 
balance. 

While ongoing growth abroad implies 
further gains in demand for Canadian ex- 
ports, these gains are expected to be more 
than offset by faster growth in imports. The 
past and recent appreciation of the Canadian 
dollar is expected to dampen export growth 
and to boost imports over the projection pe- 
riod. However, the contribution of net ex- 
ports to GDP growth continues to be highly 
uncertain. Analyzing the evolution of Can- 
ada’s international trade volumes in terms 
of the underlying fundamentals has been 


Table 1 


Contributions to Annual Real GDP Growth! 
Percentage points 


Consumption ES 2.0 ik. 

(1.8) (7) (1.7) 
0 0 
(0) (0) 
0.8 


9 
Government 0.8 


(0.7) 


Business fixed 
investment 


Subtotal: Final domes- 3.4 3.6 3.6 
tic demand (3.4) (3.2) (3.4) 


Exports 1.9 LY 18 
(3.0) (2.0) (1.7) 


Imports -2.4 =2.9) -2.1 
(2.8). ) (2.9) (-1.9) 

Subtotal: Net exports -0.8 -0.3 
(-0.5) (-0.2) 


(0.2) 
2. 2.8 33. 
(2.9) (2.9) (3.2) 


1. Figures in parentheses are estimates used for the scenario in 
the October Report. 
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particularly difficult over the past two years, 
owing to the volatility of trade data, their 
susceptibility to revisions, and some puz- 
zling developments in the context of major 
structural changes in the global economy. ! 

The high level of oil prices assumed in 
the October Report was expected to have a 
small negative effect on Canadian aggre- 
gate demand in 2005, before the positive 
impact on capital spending and output by 
energy-producing companies became evi- 
dent in 2006. With the lower oil-price sce- 
nario assumed in this Update, the adverse 
short-term effects on growth coming from 
the rise in oil and gas prices since late 2003 
should be somewhat more muted. 

The Bank’s base-case projection calls for 
aggregate demand for Canadian goods and 
services to increase, on average over the pro- 
jection period, just slightly faster than the 
3 per cent estimated growth rate of poten- 
tial output. Given the effects of the past and 
recent appreciation of the Canadian dollar, 
the Bank projects real GDP growth to aver- 
age a little less than 3 per cent in 2005 and a 
little more than 3 per cent in 2006, with a 
somewhat larger drag from net exports than 
projected in the October Report, but strong- 
er growth in domestic demand (Table 1). 
This growth scenario implies some increase 
in excess supply in 2005 and a return to pro- 
duction potential in the second half of 2006. 


The Outlook for Inflation 


The core rate of inflation is projected to 
average just above 1.5 per cent in the first 
half of 2005, before gradually rising to the 
2 per cent target around the end of 2006 
(Table 2). 


1. Monetary Policy Report, October 2004, Box 3, p. 27 


The projected slack in product and 
labour markets is expected to keep core 
inflation below longer-run expectations 
through 2005 and most of 2006. With the 
economy expected to move back to its pro- 
duction potential in the second half of 2006 
and with inflation expectations remaining 
well anchored, the core rate should rise 
gradually to 2 per cent over the projection 
period. The past and recent appreciation of 
the Canadian dollar is also expected to exert 
a small amount of downward pressure on 
the core rate during this period. 

The outlook for the 12-month rate of in- 
crease in the total CPI will continue to be im- 
portantly affected by developments in the 
market for crude oil. Based on the scenario 
embodied in oil price futures, total CPI in- 
flation is expected to remain just above 
2 per cent in the first half of 2005 and then 
to fall considerably in the second half of the 
year before rising towards the core rate of 
inflation through 2006. 


Table 2 
Projection for Core and Total CPI Inflation 
Year-over-year percentage change* 


Core 
inflation 


Total CPI 


AIRE 47 47 


(level) (53) (51) 


* Figures in parentheses are from the October Monetary Policy 
Report. 

** Assumption for the price of West Texas Intermediate crude 
oil (US$ per barrel), based on an average of futures contracts 
over the two weeks ending 21 January 2005 


Copies of the Monetary Policy Report and the Update can be obtained by contacting the Bank at: 


Telephone: (613) 782-8248; email: publications@bankofcanada.ca 
Website: http://www.bankofcanada.ca 
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Monetary Pouicy Report 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank’s updated outlook based on information 
received up to 11 July 2005. 


Introduction 


The update on global and Canadian 
economic developments presented in this 
Report highlights three issues. First, the bal- 
ance of information on capacity pressures 
indicates that the Canadian economy is op- 
erating close to its production limits. Sec- 
ond, over the past several months, further 
progress has been made across sectors of 
the Canadian economy in adjusting to glo- 
bal developments. Third, while the risks to 
the outlook through 2006 appear balanced, 
the medium-term risks related to global im- 
balances are increasing. 

On the whole, the Bank’s outlook for 
output and inflation in Canada through to 
the end of 2006 is little changed from the 
scenario outlined in the April Monetary 
Policy Report. 

The global economy has been unfold- 
ing broadly as expected, and prospects re- 
main favourable for growth of about 4 per 
cent this year and next. However, growth 
has been less balanced than expected across 
economic zones, with the momentum 
stronger in Asia but weaker in Europe. 

In Canada, strong growth in final do- 
mestic demand continues to offset the drag 
from net exports. The Bank’s base-case 
projection calls for growth of real GDP to be 


2.7 per cent in 2005 and to rise to 3.3 per 
cent in 2006. The Canadian economy is thus 
expected to remain near its production ca- 
pacity through the period, and inflation is 
projected to return to 2 per cent by the end 
of next year. 


Highlights 


The economy is operating close to its 
production capacity. 


The Bank’s outlook is little changed from 
the April Monetary Policy Report, with 
growth projected to be 2.7 per cent in 2005 
and 3.3 per cent in 2006. 


With the economy thus projected to 
continue to operate near its production 


capacity, inflation is expected to return to 
2 per cent by the end of next year. 


In line with this outlook, some reduction 
of monetary stimulus will be required in 
the near term. 


Risks to the.outlook through 2006 appear 
balanced, but over the medium term, 
risks related to global imbalances are 
increasing. 
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Chart 1 
Target for the Overnight Rate 
and Target for the U.S. Federal Funds Rate 
Daily 


Target for the U.S. 


Target for 
the overnight rate 


federal funds rate | 


2002 2003 2004 


To support aggregate demand, the 
Bank has held the target for the overnight 
rate unchanged at 2 1/2 per cent since 
October 2004 (Chart 1). However, in line 
with the Bank’s outlook, some reduction in 
the amount of monetary stimulus will be 
required in the near term to keep aggregate 
demand and supply in balance and infla- 
tion on target. 

Risks to the outlook over the next four to 
six quarters relate primarily to the future 
path of oil and non-energy commodity 
prices, the pace of growth in China, and the 
ongoing adjustment of the Canadian econ- 
omy to global developments. These risks 
appear balanced. 

Over the medium term, there is increas- 
ing risk that the correction of global current 
account imbalances could involve a period 
of weakness in world aggregate demand. 
Medium-term risks will be more fully 
addressed in the October Monetary Policy 
Report, when the Bank’s projection horizon 
is extended to include 2007. 


Overview of Recent Economic 
and Financial Developments 


Canada’s real GDP rose at an annual 
rate of 2.3 per cent in the first quarter of 2005, 
very close to the 2.5 per cent rate expected 
at the time of the April Report. However, at 
5.8 per cent, the expansion of final domestic 


Chart 2 
Contribution to Real GDP Growth 
Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Inventory 
investment 


demand was stronger than anticipated in 
the April Report, while reductions in both 
net exports and inventory investment 
weighed more negatively on growth than 
expected (Chart 2). 

There is further evidence that the Cana- 
dian economy is continuing to adjust to 
global developments. The strong gains in 
final domestic demand generated further 
solid output growth in sectors with a low 
exposure to foreign competition. In con- 
trast, since the end of 2004, there has 
been a small reduction in the overall level 
of activity in non-commodity-producing 
industries highly exposed to international 
competition. 

While production also declined in 
commodity-producing industries during the 
first quarter, this largely reflected tem- 
porary production disruptions at an oil 
sands facility, the impact of adverse weath- 
er conditions on oil and gas drilling, and 
reduced foreign demand for lumber. These 
industries staged a partial recovery in April. 

The results from the Bank’s summer 
Business Outlook Survey also show that the 
Canadian economy is adjusting to global 
developments. For example, capital spend- 
ing is expected to increase particularly 
strongly in commodity-producing industries 
and in many areas of the services sector. 
The Survey also suggests that employment 
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growth will continue to be concentrated 


i 5 : Chart 3 
in service and commodity-pr oducing Conventional Estimate of the Output Gap and Response to 
industries. Business Outlook Survey Question on Capacity Pressures 
Based on available information, it ap- Output gap* : 
; (right scale) Some or significant 3 
pears that the Canadian economy grew by aN ieee 5 
: eft scale 
about 2.3 per cent in the second quarter. 
Current indicators suggest that final do- 0 
mestic demand continued to rise solidly. -1 
Moreover, several developments point to ie 
: 33 
the prospect of a pickup in the pace of ac- 

+ P : P Pp Pp Pp C a 
tivity in the second half of the year. A fur- 2000 Hl 2002 ©. 2003-~=Ss«2004-~—(2005 
ther decrease in the rate of inventory * Difference between actual output and estimated potential output based 

: , on the Bank’s conventional measure. The estimate for the second 
accumulation in the second quarter should quarter of 2005 is based on a projected rise in output of 2.3 per cent 
> (at annual rates). 

leave inventory levels and sales better ** Percentage of firms indicating that they would have either some or 
aligned. Momentum appears to be building significant difficulty meeting an unanticipated increase in demand/sales 
in capital spending, and employment 
growth has picked up. 

The Bank’s conventional estimate of supply in the second quarter of 2005 
the output gap indicates that the economy (Chart 3). Based on its assessment of all 
was operating with a slight amount of excess indicators, it is the Governing Council’s 


Pressures on Capacity 


The Bank’s conventional measure of potential output was revised down slightly from 
the estimate used in the April Report, reflecting the downward revision to Statistics Cana- 
da’s estimates of real GDP over the period from 2002 to mid-2004. With GDP growth in the 
last three quarters of 2004 revised upwards, however, the level of real GDP at the end of 2004 
was left unchanged. Consequently, the Bank’s conventional measure of the output gap 
suggests that the economy was operating at its capacity limits in the first quarter of 
2005, instead of very slightly below its production capacity as projected in the last Report. 
With economic growth likely to have been 2.3 per cent in the second quarter, a slight 
amount of economic slack is expected to have emerged by mid-2005. 

pee Canada’s measure of capacity utilization in the non-farm, goods-producing 
sector! suggests greater pressure on production capacity than the Bank’s conventional 
estimate of the output gap. 

Other indicators, however, point to less pressure. For instance, wage increases have 
remained quite moderate, and core inflation, on average, has been below 2 per cent since 
mid-2003. 

Similarly, the proportion of companies reporting labour shortages in the summer Busi- 
ness Outlook Survey remained lower than average, while the percentage of firms reporting dif- 
ficulties meeting an unanticipated increase in demand was slightly higher than average. 

Capacity constraints are felt most strongly in the construction and commodity-produc- 
ing sectors, as well as in transportation services. 

Evaluating the level and growth of potential output is complicated by the sectoral shifts 
associated with the adjustment of the Canadian economy to higher commodity prices and 
the appreciation of the Canadian dollar. 


1. While that measure has been revised upwards, the revision chiefly reflected a change in Statistics Can- 
ada’s methodology for estimating potential output in the oil and gas extraction industry. 
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with expectations. Monthly indicators for 
the second quarter point to solid growth in 
domestic demand. As a result, the base-case 
outlook for U.S. economic growth in 2005 is 
essentially the same as in the April Report, 
which called for robust growth in 2005. 
Output growth is projected to remain 
strong in the United States in 2006. The 
projection assumes a gradual slowing in 
household spending and a rise in net exports. 

Growth has been less balanced than an- 
ticipated across other economic zones, with 


Chart 4 
Consumer Price Index 
Year-over-year percentage change 


Total CPI 
Target range 
Target midpoint 


Core CPI* 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 


* CPI excluding the eight most volatile components and the effect of 
changes in indirect taxes on the remaining components 


judgment that the economy was operating 
with slightly more excess supply at mid- 
year than the conventional measure 
suggests, but was still close to its capacity 
limits. (See box on page 3.) 

The 12-month rate of increase in the 
consumer price index has continued to 
exhibit considerable volatility, rising to 
2.4 per cent in April and falling to 1.6 per 
cent in May (Chart 4). This is largely due to 
fluctuations in gasoline prices. 

In contrast, the core rate of inflation has 
remained relatively stable, fluctuating in a 
range between 1.6 and 1.9 per cent since the 
beginning of the year. 

Since late May, world oil prices have 
strengthened further. Current oil futures 
contracts indicate that the West Texas Inter- 
mediate (WTI) price of oil will average 
around US$60 per barrel over the projec- 
tion period. This scenario for oil prices is 
somewhat higher than that used in the last 
Report, especially for 2006. 


The External Environment 


On balance, the global economy has 
been unfolding largely as expected at the 
time of the April Report, with prospects for 
growth essentially unchanged at about 
4 per cent in both 2005 and 2006. 

U.S. real GDP grew by 3.8 per cent at an- 
nual rates in the first quarter of 2005, in line 


momentum stronger than expected in Asia 
but weaker in Europe. In this regard, 
growth in China’s real GDP has remained 
very strong, and the first-quarter rebound 
in Japan’s real GDP was larger than expected. 
In contrast, in the euro area, evidence sug- 
gests slightly slower growth than that 
incorporated in the April Report. 


Financial Conditions 


The Canadian dollar has traded in a 
range of about 79 to 83 cents U.S. since the 
time of the April Report, as it has since the 
beginning of the year. However, with the 
U.S. dollar appreciating against other ma- 
jor currencies, the Canadian dollar has risen 
modestly on a trade-weighted basis. 

Yields on short-term government bonds 
in Canada have remained relatively stable 
since the April Report, while comparable 
yields in the United States have moved 
somewhat higher, reflecting actual and an- 
ticipated increases in the federal funds rate. 

Long-term government bond yields 
in both countries have fallen by between 
20 and 30 basis points. This decline has 
been part of a global phenomenon, with 
longer-term yields in most industrial coun- 
tries at very low levels. While this may 
partly reflect several technical factors, the 
low yields would be consistent with strong 
desired global savings relative to business 
investment. Risk premiums on corporate 
bonds are also very low. 
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Domestic Economic Prospects 


In Canada, solid growth in final domes- 
tic demand is expected to continue to con- 
tribute importantly to economic activity 
over the remainder of this year and 
through 2006 (Table 1). Various factors sug- 
gest further substantial gains in business 
investment. These include the high rate of 
capacity utilization in a number of indus- 
tries, the global economic expansion and 
the associated relatively high level of com- 
modity prices, continued favourable finan- 
cial conditions, buoyant profit levels, and 
earlier reductions in the prices of imported 
machinery and equipment. 

Following a strong advance in the first 
quarter of 2005, consumer spending is 
expected to rise solidly over the projection 
period. This reflects further gains in real in- 
comes, the continued effects of past mone- 
tary stimulus, and a relatively high level of 
consumer confidence. In contrast, invest- 
ment in housing is expected to be little 
changed, on balance, over this period. The 
current outlook incorporates somewhat 
higher growth in government spending 
than in the April Report. Nevertheless, ex- 
penditures by all levels of government are 
still projected to rise broadly in line with 
revenues, aS governments continue to 
strive to maintain fiscal balance. 

Ongoing solid global economic 
growth, particularly in the United States, is 
expected to boost the demand for Canadian 
exports, while imports will be bolstered by 
strong investment in machinery and equip- 
ment. The earlier appreciation of the Cana- 
dian dollar is expected to continue to 
dampen Canada’s export growth and to 
stimulate imports, but this effect should 
lessen considerably next year. The negative 
contribution of net exports to real GDP 
growth appears to have peaked and is ex- 
pected to fall to zero in 2006 (Table 1). 

The Bank’s base-case projection calls for 
economic growth, on an average annual 
basis, to be 2.7 per cent in 2005 and to rise to 


Table 1 


Contributions to Annual Real GDP Growth! 
Percentage points 


Consumption 


sing 


2005 2006 


1.8 


(1.9) (2.0) (1.9) 


Le 2 
0.5 0 
(0.5) 

1.0 


Government 0.6 

(0.6) (0.7) (0.9) 
Business fixed 0.7 0.9 0.8 
investment (0.7) (1.0) (0.8) 
Subtotal: Final Sue 4.1 3.4 
domestic demand (3.7) (3.8) (3.5) 


(0.1) (-0.1) 


D 
2 -0.2 
0.8 


he 1.4 DD 
(1.9) (0.9) (22) 


-2.7 -2.8 -2.2 
(-2.7) (-2.0) (-2.4) 
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Subtotal: Net exports -0.8 -1.4 0 
(-0.8) | (-1.1) (-0.2) 


Inventories 0 0) -0.1 
(-0.1) (-0.1) (0) 
GDP 2.9 27 oro 
(2.8) (2.6) (3.3) 


1. Figures in parentheses are estimates used for the scenario in 
the April Report. 


3.3 per cent in 2006. This outlook for both 2005 
and 2006 is essentially the same as in the April 
Report. 

The Bank projects that real GDP growth 
will increase to about 3 per cent, on average, 
in the second half of 2005 and 3.4 per cent 
over the four quarters of 2006 (Chart 5, Ta- 
ble 2). Based on an assumed rate of growth 
of potential output of 3 per cent, this out- 
look implies that the economy will be oper- 
ating at capacity in the second half of 2006. 

Labour productivity in the first quarter 
of 2005 was up 1 per cent from its year-ear- 
lier level, following two years of surpris- 
ingly low growth. While the rebound is 
encouraging, productivity growth remains 
below the Bank’s assumption for trend 
growth in productivity of 1 3/4 per cent. 
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Table 2 
Projection Summary* 


Chart 5 
Real Gross Domestic Product for Canada* 


Quarter-over-quarter 
percentage change, 
at annual rates 


Year-over-year 
ib percentage change 


(quarter-over-quarter 
percentage change) 


(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


2002 2003 2004 2005 2006 
* Dashed line/bar denotes projection. 


The Bank will continue to assess productiv- 
ity developments for indications of growth 
in potential output. 


* Figures in parentheses are from the April Monetary Policy 
Report. 


The Outl O ok for I nfl ation ** Assumption for the price of West Texas Intermediate crude 


oil (US$ per barrel), based on an average of futures contracts 


The factors governing the outlook for ee ee 


inflation are the same as those described in 
the April Report. 

The core rate of inflation is expected 
to remain close to 1.7 per cent over the re- 
mainder of this year. With the economy 
projected to operate near its full production 
capacity, and with inflation expectations 
remaining well anchored, the core rate is 
projected to rise gradually to 2 per cent by 
the end of next year (Table 2). 

The outlook for the 12-month rate of in- 
crease in the total CPI will continue to be im- 
portantly affected by developments in the 
market for crude oil. Based on an average 
of recent oil-price futures, total CPI inflation 
is expected to move up to about 2.5 per cent 
in late 2005. By the end of 2006, total CPI in- 
flation is expected to have moved back 
down to the target rate of 2 per cent. 


Copies of the Monetary Policy Report and the Update can be obtained by contacting the Bank at: 


Telephone: (613) 782-8248; email: publications@bankofcanada.ca 
Website: http: //www.bankofcanada.ca 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank’s updated outlook based on information 
received up to 24 January 2006. 


Overview 


The Canadian and global economies 
are evolving essentially in line with the 
Bank’s expectations. The outlook for growth 
and inflation in Canada is similar to that in 
the October Monetary Policy Report. 

Canada’s real gross domestic product 
(GDP) is expected to have grown at an annu- 
al rate of about 3 per cent in the second half 
of 2005. The Canadian economy continues 
to adjust to global developments and to the 
associated changes in relative prices. Prices 
of energy commodities surged in the sec- 
ond half of 2005. The Canadian dollar has 
appreciated modestly against the U.S. dol- 
lar to a slightly higher range of 85 to 
87 cents U.S. 

Reflecting large swings in gasoline 
prices, total CPI inflation has been volatile, 
spiking above 3 per cent, as expected, but 
then reversing more quickly than anticipat- 
ed. Core inflation has been quite stable at 
1.6 per cent as expected. 

While various indicators suggest dif- 
ferent degrees of pressure, the Bank contin- 
ues to judge that the economy is operating 
at its production capacity. 

A solid rate of economic expansion is 
expected to continue in the United States 
and in the global economy more broadly. 
Against this backdrop, the Bank’s base-case 
projection for Canada calls for strong 


growth in domestic demand and further 
gains in exports. Nevertheless, net exports 
will likely exert a small drag on growth 
through 2006 and 2007. Annual GDP growth 
is expected to be 3.1 per cent this year and 
2.9 per cent in 2007, keeping the economy 
close to its production capacity. 

Total CPI inflation will continue to be 
affected by the prices of crude oil and natu- 
ral gas. The Bank is projecting total infla- 
tion of about 2.5 per cent in the first half of 


Highlights 


The Canadian economy is operating at 
its production capacity. 


The Bank continues to project that the 
Canadian economy will grow roughly in 
line with its production potential 
through 2007. 


CPI and core inflation should return to 
the 2 per cent target by the first half of 
2007. 


Risks to the Bank’s projection remain 
balanced for 2006 and tilted to the 
downside through 2007 and beyond. 


In line with the Bank’s outlook, some 
modest further increase in the policy 
interest rate would be required. 
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Chart 1 
Target for the Overnight Rate 
and Target for the U.S. Federal Funds Rate 
Daily 
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2006, easing to 2 per cent by the first half of 
2007. Core inflation should also return to 
2 per cent by the first half of 2007, some- 
what later than projected in the October 
Report, owing largely to more persistent 
downward pressure from import prices. 

The risks to the base-case projection re- 
main balanced for 2006 and tilted to the 
downside through 2007 and beyond. 

The Bank raised its key policy interest 
rate by 25 basis points at each of the last 
four fixed announcement dates, bringing 
the target for the overnight rate to 3.5 per 
cent (Chart 1). In line with the Bank’s base- 
case projection and the current assessment 
of risks, some modest further increase in 
the policy interest rate would be required 
to keep aggregate supply and demand in 
balance and inflation on target over the 
medium term. 


Recent Economic and Financial 
Developments 


In 2005, the global economy continued 
to exhibit robust growth. In the United 
States, recent indicators suggest that real 
GDP growth was 3.6 per cent in 2005, just 
above the 3.5 per cent projected in the Octo- 
ber Report. When combined with continued 
strong economic growth in China and some 
pickup in domestic demand in Japan, glo- 
bal GDP growth for 2005 is likely to have 
averaged just over 4 per cent. 


In the second half of 2005, the Canadian 
economy continued to make significant 
adjustments to global developments and to 
the associated changes in relative prices. 
These include strong world economic 
growth, the high level of commodity prices, 
declining prices for many manufactured 
goods, and the appreciation of the Canadi- 
an dollar. 

Particularly noteworthy was a substan- 
tial rise in Canada’s terms of trade (the 
price of exports relative to the price of im- 
ports), chiefly reflecting the surge in the 
prices of energy commodities and prod- 
ucts. On a year-over-year basis, the terms of 
trade were up 4.4 per cent in the third quarter 
of 2005, and recent indicators suggest that 
they continued to rise in the fourth quarter. 
As a result, real income increased more 
rapidly than real output (measured by real 
GDP). This showed up in gains in corporate 
profits, labour income, and government 
revenues, and in a surge in the equity val- 
ues of energy and mining companies. 

Continued strong growth in the global 
economy, combined with higher export 
prices, appears to have supported substan- 
tial gains in capital spending by businesses 
and in export volumes. While the pace of 
household consumption eased somewhat 
in the second half of 2005, it remained an 
important contributor to the considerable 
growth in domestic demand over the 
period (Chart 2). 


Chart 2 
Contribution to Real GDP Growth 
Percentage points, quarterly at an annual rate 
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goods and the past appreciation of the 


Chart 3 | 
Consumer Price Index Canadian dollar. There has been no evi- 
Year-over-year percentage change dence that higher energy prices er me 
eves through broadly to core inflation. 
ota : 
Target range The underlying rate of increase in wages 


appears to have moved up to a range 
between 3 1/2 and 4 per cent since 
mid-2005. Unit labour costs in the business 
sector in the third quarter of 2005 were 
2.6 per cent higher than year-earlier levels. 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 ‘ 
* CPI excluding eight of the most volatile components and the effect P ressures On Cap acity 


of changes in indirect taxes on the remaining components Various indicators suggest somewhat 
different degrees of pressure on production 
capacity. Statistics Canada’s measure of ca- 
pacity utilization in the non-farm, goods- 
producing sector continues to suggest 
marked pressure on production capacity. 
In the Bank’s winter Business Outlook Survey, 
the percentage of firms reporting pressures 
on production capacity or labour shortages 
remained well above average. While capac- 
ity constraints are most apparent in West- 
ern Canada, a number of firms in the rest of 
the country report that they are more fully 
utilizing their existing capacity. 

At the same time, the Bank’s conven- 
tional measure of the output gap indicates 
that the economy was operating at its pro- 
duction capacity at the end of 2005 (Chart 4). 


Overall, Canada’s real GDP is expected 
to have grown at an annual rate of about 
3 per cent in the second half of 2005. This 
implies that the level of activity at year-end 
was close to that projected in the October 
Report. 

The 12-month rate of increase in the to- 
tal CPI continued to exhibit marked volatil- 
ity in the last four months of 2005 (Chart 3). 
As expected, total CPI inflation spiked 
above 3 per cent in September with the 
temporary surge in gasoline prices that fol- 
lowed disruptions to U.S. production from 
hurricane damage. In the fourth quarter 
of 2005, total CPI inflation, at 2.3 per cent, was 
lower than expected in the October Report. 
This chiefly reflected a quicker-than-ex- 
pected reversal of the earlier spike in gaso- Chart 4 
line prices caused by somewhat lower Senate: Hae ree pepe pe 
prices for crude oil and a faster return of 
profit margins to more normal levels. ose 8 

In contrast, the core rate of inflation re- (left scale) 
mained quite stable. Even as the economy 
appeared to be operating at its production 
capacity in the fourth quarter, the core CPI 
was up 1.6 per cent from a year earlier, un- 
changed from its rate in the previous two 
quarters. Decreases in the prices of many 


Output gap* 


4 
3 
a 
1 
0 

-1 

e) 

3 
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* Difference between actual output and estimated potential output based 


import-intensive goods continued to exert on the Bank’s conventional measure. The estimate for the fourth 
" quarter of 2005 is based on a projected rise in output of 2.5 per cent 
downward pressure on the core rate, re eels een 


flecting the combined effect of declines in as Percentage of firms indicating that they would have either some or 
th: id 2 A act a significant difficulty meeting an unanticipated increase in demand/sales 
e wor prices Of Many Manufacture 
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A number of labour market indicators sug- 
gest that the economy has been operating 
close to potential. In particular, increases in 
labour costs now appear to be more consist- 
ent with the economy being close to its 
production capacity than was the case at the 
time of the last Report. 

The core rate of inflation points to less 
pressure on capacity. It has continued to 
stay below 2 per cent since the end of 2003. 

It is the Governing Council’s judgment, 
after reviewing all the indicators of capaci- 
ty pressures, that the economy was operat- 
ing at its production capacity at the end of 
2005. 


Financial Conditions 

The Canadian dollar has appreciated 
modestly against the U.S. dollar since the 
October Report and has moved from the 
range of 84 to 86 cents U.S., which had been 
in place since September 2005, to a slightly 
higher range of 85 to 87 cents U.S. The Ca- 
nadian dollar was essentially unchanged 
against most other major currencies over 
this period. Robust commodity prices con- 
tinue to contribute to the strength of the 
Canadian dollar. 

Financial conditions in Canada remain 
favourable. Yields on corporate bonds re- 
main low, equity markets have improved 
over recent months, and market volatility is 
low. 


The Economic Outlook 


The Bank’s base-case projection contin- 
ues to incorporate the following key as- 
sumptions: energy prices consistent with 
current futures prices; a smooth and order- 
ly resolution of global imbalances over the 
medium term, including a modest and 
gradual further real effective depreciation 
of the U.S. dollar; and a Canada/U.S. ex- 
change rate in its current range of 85 to 
87 cents U.S. 

Growth in the global economy is ex- 
pected to remain robust at just over 4 per 
cent in 2006 and about 4 per cent in 2007. 


This reflects continued economic strength 
in Asia, a gradual pickup in Europe, and 
solid growth in the United States. The 
outlook for the U.S. economy is similar 
to that in the October Report. With post- 
hurricane rebuilding and the recovery in 
consumer confidence, real GDP growth is 
expected to be 3.6 and 3.1 per cent in 2006 
and 2007, respectively. 

Prices for both crude oil and natural 
gas have been quite volatile since mid- 
October. Futures prices suggest that oil will 
average just above US$65 per barrel over 
the projection period and that natural gas 
prices will average close to US$10 per 
MMBtu. 

Real prices for non-energy commodi- 
ties are expected to remain near current 
levels through 2006 and 2007. Together 


Table 1 


Contributions to Average Annual Real GDP Growth! 
Percentage points 


1 1.6 
(1.6) (1.7) 
-0.2 0 
(-0.2) (0) 
0.7 1.0 0.9 
(0.7) (1.0) (0.9) 
1.0 0.9 0.7 
(0.9) (0.8) (0.6) 
3 


Oe 


Subtotal: Final 4.1 
domestic demand (4.1) G2) (6:2) 


Consumption 


Housing 


Government 


Business fixed 
investment 


Exports 13 Pa | 1.6 
(1.3) (2.1) (1.6) 


Imports -2.6 -2.4 -1.9 
(-2.7) (-2.3) (-1.8) 


Subtotal: Net exports =1.3 -0.3 -0.3 
(-1.4)5 X02) (-0.2) 


Inventories 0.1 0 0 
(0.1) (-0.1) (0) 
GDP 2.9 Sell 2.9 


(2.8) (2.9) (3.0) 


1. Figures in parentheses are from the base case presented in 
the October Report. 
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with the assumptions for the prices of ener- 
gy commodities, this implies that Canada’s 
terms of trade will stay close to the high 
level reached in the second half of 2005. 

Against this backdrop, the base-case 
projection for Canada calls for solid growth 
in final domestic demand to continue to 
contribute importantly to economic expan- 
sion through 2006 and 2007 (Table 1). In 
particular, business investment is projected 
to grow strongly, owing to a number of fac- 
tors including the global economic expan- 
sion and expectations of persistently high 
commodity prices. 

Following a substantial increase in 
2005, consumer spending is also expected 
to rise solidly over the projection period. 
This would chiefly reflect relatively robust 
gains in real incomes. In contrast, invest- 
ment in housing is expected to ease slight- 
ly, after strong increases in recent years. 

Growth in spending on goods and serv- 
ices by all levels of government combined is 
assumed to be strong, with overall expen- 
ditures on goods, services, and transfers in- 
creasing broadly in line with revenues. 

Exports are projected to rise further as 
a result of the continued expansion of the 
U.S. economy, while further marked gains 
in investment in machinery and equipment 
should continue to stimulate imports. Al- 
though the adjustment of net exports to the 
rise of the Canadian dollar through 2003 
and 2004 seems to be well advanced, the 
subsequent strengthening of the Canadian 
exchange rate is expected to result in net ex- 
ports exerting a modest drag on overall 
growth through 2006 and 2007. 

The Bank’s base-case projection calls 
for economic growth of 3.1 per cent in 2006 
and 2.9 per cent in 2007, similar to that in 
the October Report (Chart 5, Table 2). 
Growth in potential output continues to be 
projected at 2.9 per cent in 2006 and 3.0 per 
cent in 2007. 

This growth profile implies that the 
economy would be in slight excess demand 
in 2006, returning to its production capacity 


Table 2 
Summary of the Base-Case Projection * 


Real GDP 
(quarter- 
to-quarter 
percentage change 
at annual rates) 


Real GDP : : : SI : 
(year-over-year 

percentage 

change) (2.9) (2.9) 


Core inflation ‘ f : 1.9 


(year-over-year 
percentage change) | (1. (1.9)} (2.0)f (2.0)| (2.0) 


Total CPI : : : Pail | | PAY : 
(year-over-year 
percentage change) | (2. (2.8)} (2.0) (1.9)| (1.9) 


WII** 65 | 66 | 67 | 67 
(level) (63) f (64) | (64) | (64) 9 (63 


) 


* Figures in parentheses are from the October Monetary Policy 
Report. 

** Assumption for the price of West Texas Intermediate crude oil 
(US$ per barrel), based on an average of futures contracts over 
the two weeks ending 20 January 2006 


by the end of 2007. In this base-case pro- 
jection, two factors contribute to bringing 
aggregate supply and demand back into 
balance next year: the effect of higher 
short-term interest rates and a projected 
slowing of the U.S. economy. 

With the economy pressing against its 
production capacity and with inflation ex- 
pectations well anchored, the core rate of 


Chart 5 
Real Gross Domestic Product for Canada* 


Quarter-over-quarter 
percentage change, 
i at annual rates 
Year-over-year 
FF percentage change 


2001 2002 2003 2004 2005 2006 2007 


* Dashed line/bar denotes projection. 
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inflation is projected to increase to 2 per 
cent by the first half of 2007. This is some- 
what later than projected in the October 
Report, reflecting the impact on consumer 
prices of more persistent declines than pre- 
viously anticipated in the Canadian-dollar 
prices of many manufactured goods. 

The outlook for the 12-month rate of in- 
crease in the total CPI will continue to be im- 
portantly affected by developments in the 
markets for crude oil and natural gas. Total 
CPI inflation is expected to be about 2.5 per 
cent in the first half of 2006 before returning 
to the 2 per cent target by the first half of 
2007. 


Risks to the Base-Case Projection 

Risks to the base-case projection for 
Canada still appear to be balanced for 2006, 
with both upside and downside risks to 
global economic growth. 


Through 2007 and beyond, risks are 
tilted to the downside. Should the unwind- 
ing of global imbalances involve a slow- 
down in world economic activity, it would 
imply lower net export volumes, lower 
commodity prices, and less growth in busi- 
ness investment for Canada than in the 
base-case projection. If there were also a 
pronounced depreciation of the U.S. dollar 
against the Canadian dollar as part of a 
broader adjustment in currencies, then the 
negative impact on the demand for Canadi- 
an products would be greater. 

In addition to these risks, there contin- 
ue to be uncertainties about the overall as- 
sessment of capacity pressures and _ their 
effect on inflation, owing to the large secto- 
ral and regional shifts under way in the Ca- 
nadian economy. The Bank is monitoring 
this closely. 


The Monetary Policy Report and the Update are available on the Bank’s website at: 
http://www.bankofcanada.ca 


Copies can also be obtained by contacting the Bank at: 
Telephone: (613) 782-8248; email: publications@bankofcanada.ca 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank’s updated outlook based on information 
received up to 11 July 2006. 


Overview 


Overall, the outlook for economic 
growth and inflation in Canada is largely 
unchanged from that set out in the April 
Monetary Policy Report. Growth in the first 
half of 2006 appears to have been a little 
stronger, and the Canadian dollar has trad- 
ed in a higher range than envisaged in the 
last Report. As well, there was a further shift 
in the composition of demand towards con- 
sumption and away from exports. This ad- 
ditional strength in domestic demand is 
expected to persist into next year, but it 
should be more than offset by a weaker out- 
look for net exports, owing primarily to the 
recent strength in the Canadian dollar. 
Hence, in aggregate, growth in 2007-08 is 
expected to be a little weaker than projected 
in April. 

The economy is currently judged to be 
operating just above its production capaci- 
ty. With some anticipated moderation in 
U.S. economic growth, combined with past 
interest rate and exchange rate increases, 
the Canadian economy is projected to re- 
turn to its production capacity by the end of 
2008. The Bank projects real GDP growth of 
3.2 per cent in 2006, 2.9 per cent in 2007, and 
2.8 per cent in 2008. 

Total CPI inflation is expected to aver- 
age just over 1 1/2 per cent from mid-2006 
to mid-2007, with the reduction in the 


Goods and Services Tax (GST) lowering the 
inflation rate by 0.6 percentage points over 
this period. Inflation should then return to 
the 2 per cent target and remain there. Up- 
ward pressure on inflation from excess de- 
mand in the economy is offset by 
downward pressure from the declining 
prices of many imported consumer goods. 


Highlights 


Overall, the outlook for growth and 
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inflation in Canada is largely unchanged 


from April. 


While growth in the first half of 2006 


appears to have been a little stronger, 
growth in 2007-08 is expected to be a little 
weaker, owing primarily to the lagged 


effects of the higher dollar. 


Total CPI inflation should average just 
over 1 1/2 per cent until mid-2007 and 


then return to the 2 per cent target. 


Risks to the Bank’s projection remain 
roughly balanced, with a small tilt to the 
downside later in the projection period. 


The current level of the policy interest rate 
is judged at this time to be consistent with 
achieving the inflation target. 
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Chart 1 


Target for the Overnight Rate 
and Target for the U.S. Federal Funds Rate 
Daily 


Target for the U.S. 
federal funds rate | 


Target for 
the overnight rate 


2003 


Core inflation (which excludes the effect of 
changes in indirect taxes, as well as eight of 
the most volatile CPI components) should 
remain at about 2 per cent throughout the 
projection period. 

Since the April Report, world economic 
developments have generally been in line 
with our base-case assumption of an order- 
ly resolution of global imbalances. Some 
rotation in global demand is becoming evi- 
dent, with stronger domestic demand in 
Europe and Japan, weaker consumption in 
the United States, and some further real ef- 
fective depreciation of the U.S. dollar. 

There are important upside and down- 
side risks to the projection, but the Bank 
continues to judge that these risks are rough- 
ly balanced. The upside risks to Canadian 
output and inflation relate primarily to the 
momentum in household spending and 
housing prices. The main downside risk for 
Canada is that the U.S. economy could 
slow more rapidly than expected, reducing 
demand for Canadian exports. Because of 
the possibility of a disorderly resolution of 
global current account imbalances, the bal- 
ance of risks is tilted slightly to the down- 
side later in the projection period. 

The Bank of Canada raised the target 
for the overnight rate by 25 basis points to 
4.25 per cent in late May. On 11 July, the 
target rate was left unchanged (Chart 1). 
The current level of the policy rate is 
judged, at this time, to be consistent with 


achieving the inflation target over the me- 
dium term. The Bank will monitor global 
and domestic economic and financial de- 
velopments, including adjustments in the 
Canadian economy, relative to its projection. 


Recent Economic and Financial 
Developments 


Global Developments 

The global economic expansion re- 
mains robust, with growth in China and 
the euro zone over the past few months 
slightly stronger than expected. 

Economic activity in the United States 
is unfolding largely as anticipated. Real 
GDP growth has been strong over the past 
year, growing faster than potential output 
on average. The U.S. economy appears to 
be operating close to its potential, and re- 
cent indicators suggest that real GDP growth 
is moderating, particularly growth in resi- 
dential investment and consumer spending. 

Measures of inflation in the United States 
have moved slightly higher than expected, 
apparently reflecting a stronger response to 
continued strong growth, the cumulative in- 
crease in commodity prices, and the sizable 
real effective depreciation of the U.S. dollar 
since 2002. 


Financial and Commodity Markets 

In response to the evolving global situ- 
ation, a number of major central banks 
have continued to tighten their monetary 
policy since the April Report. The U.S. Fed- 
eral Reserve and the European Central 
Bank, among others, have raised their re- 
spective policy rates. The Bank of Japan has 
continued to gradually exit its quantitative 
easing policy. 

Partly associated with the global rise in 
interest rates, equity markets in many coun- 
tries declined in the past few months. How- 
ever, the largest declines in prices occurred 
in markets that had experienced significant 
gains in the first four months of 2006. Vola- 
tility in markets rose but has since subsided. 
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Despite the substantial swings in the 
prices of metals and other commodities, the 
overall level of commodity prices at mid- 
2006 remained at about the level expected 
at the time of the last Report. Since that Re- 
port, the Canadian dollar has moved up 
against the U.S. dollar into a range of about 
88.5 to 91.5 cents U.S. from a range of about 
85.5 to 88.5 cents U.S. 


Canadian Economic Activity 

Canada’s real GDP appears to have 
grown a little faster than expected in the first 
half of 2006. The economy continued to ad- 
just to global developments that included 
continuing high prices for many of the com- 
modities that Canada exports and a strong 
Canadian dollar. 

Real GDP rose at an annual rate of 
3.8 per cent in the first quarter of 2006, 
higher than the 3.2 per cent expected in the 
April Report. Final domestic demand re- 
mained the major contributor to GDP 
growth (Chart 2). 

The Bank’s monitoring of available in- 
formation points to real GDP growth of 
about 3.2 per cent in the second quarter, as 
previously anticipated. Monthly informa- 
tion indicates that consumer spending has 
been growing faster than expected as a re- 
sult of further substantial increases in em- 
ployment, real personal disposable income, 
and household net worth. This development 


Chart 2 
Contribution to Real GDP Growth 
Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Inventory 
investment 


is also consistent with continued strong 
growth in household credit. This additional 
strength in consumer spending appears to 
have been offset by greater-than-projected 
weakness in merchandise export volumes 
during the same period. 


Pressures on Capacity 

The stronger economic growth in the 
first half of the year means that, at mid- 
year, the level of activity and the estimated 
degree of pressure on production capacity 
are marginally higher than projected in the 
April Report. 

The Bank’s conventional measure of 
the output gap, which is surrounded by a 
wide confidence interval, suggests that the 
economy was operating about 0.4 per cent 
above its production potential in the sec- 
ond quarter. In the Bank’s summer Busi- 
ness Outlook Survey, the percentage of 
companies reporting difficulties in meeting 
an unanticipated increase in demand re- 
mained above average (Chart 3). 

The employment-to-population ratio 
reached a record high in May 2006, and the 
unemployment rate fell to its lowest level 
since the mid-1970s. This tightness in la- 
bour markets is, however, less evident in 
wage developments. The underlying trend 
in wage increases has fluctuated between 
3 per cent and 4 per cent over the past year 
and, with trend productivity growth close 
to 1 3/4 per cent, underlying increases in 
unit labour costs appear to be about 2 per 
cent. 

After reviewing all the indicators of 
capacity pressures, it is the Governing 
Council’s judgment that the economy was 
operating just above its production capaci- 
ty in the second quarter of 2006. 


Inflation and the 2 Per Cent Target 
The 12-month rate of increase in the to- 
tal CPI continued to be above the Bank’s 
2 per cent inflation-control target, averag- 
ing 2.6 per cent in April and May of 2006 
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The Economic Outlook 


The Bank’s base-case projection as- 
sumes energy prices consistent with 
current futures prices, as well as a smooth 
and orderly resolution of global imbal- 
ances, resulting from supportive policy 
actions to rebalance global demand com- 
bined with a gradual real effective depreci- 
ation of the U.S. dollar. 

Global economic growth in 2006 is now 
expected to be 4.9 per cent, slightly strong- 
er than the 4.8 per cent anticipated at the 
time of the last Report. The current momen- 
tum in global economic activity is projected 


Chart 3 
Estimated Output Gap and the Response to Business 
Outlook Survey Question on Capacity Pressures 


Some and significant 
difficulty** 
(left scale) 


Output gap* 
(right scale) 


2002 


Difference between actual output and estimated potential output based 
on the Bank’s conventional measure. The estimate for the second 
quarter of 2006 is based on a projected rise in output of 3.2 per cent 
(at annual rates). 

** Percentage of firms indicating that they would have either some or 
significant difficulty meeting an unanticipated increase in demand/sales 


(Chart 4). Once again, this resulted mainly 
from substantial increases in energy prices 
at the consumer level. 

In contrast, the core rate of inflation re- 
mained below 2 per cent in the first four 
months of 2006, before moving up to 2 per cent 
in May—slightly sooner than expected. The 
rate of increase in the price of shelter for home- 
owners has picked up since early this year be- 
cause of higher prices for new housing. The 
rate of increase in the prices of other services 
has also strengthened. At the same time, the 
prices of many import-intensive goods have 
continued to come under downward pressure 
from decreases in the world prices of many 
manufactured goods and from the past appre- 
ciation of the Canadian dollar. 


Chart 4 
Consumer Price Index 
Year-over-year percentage change 


Total CPI 
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* CPI excluding eight of the most volatile components and the effect 
of changes in indirect taxes on the remaining components 


to ease gradually, with global economic 
growth slowing to 4.6 per cent in 2007 and 
4.4 per cent in 2008, more in line with 
growth in world production potential. 

Consistent with the April Report, real 
GDP growth in the United States is expect- 
ed to average 3.5 per cent in 2006, before 
moderating to a rate close to potential 
growth of about 3.2 per cent in 2007 and 
2008. Housing activity and growth in con- 
sumption are projected to slow as part of a 
rotation in the source of growth away from 
domestic demand and towards exports. 

Prices for crude oil futures over the 
projection period are slightly higher than 
those in the April Report, averaging just 
over US$74 per barrel, while those for nat- 
ural gas are somewhat lower. 

The price index for non-energy com- 
modities is expected to ease over the projec- 
tion period from the high levels reached in 
the second quarter of 2006, largely as a re- 
sult of declines in metals prices as increases 
in world supply become more evident. 
Nevertheless, the projected level of non- 
energy commodity prices remains high 
relative to historical experience. 

The Bank’s base-case projection for eco- 
nomic growth in Canada is 3.2 per cent in 
2006, 2.9 per cent in 2007, and 2.8 per cent 
in 2008 (Chart 5, Table 1). While this overall 
outlook for growth is largely unchanged 
from that in the April Report, it is a little 
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stronger in 2006 and a little lower in 2007 
and 2008. The slower growth stems from 
the assumption that the Canada-U.S. ex- 
change rate will stay in its recent higher 
range over the projection period. In addi- 
tion, the projected composition of growth 
has changed somewhat since April 
(Table 1). Stronger growth in consumption 
spending is offset by a weaker outlook for 
net exports. 

Strong domestic demand in Canada, 
supported by robust global growth, re- 
mains a key feature of the base-case projec- 
tion. Business investment and consumer 
spending are expected to remain strong, 
while spending on housing, after rising 
considerably in 2006, is expected to decline 
slightly in 2007 and 2008. Government ex- 
penditures on goods, services, and trans- 
fers are assumed to increase broadly in line 
with revenues over the projection period, 
adding to the strength of domestic demand. 

While exports are expected to contin- 
ue to increase, reflecting the strength in 
global demand, export growth is now pro- 
jected to make a more modest contribution 
to growth owing to the assumption that 
the exchange rate remains in its current 
range. At the same time, further marked 
gains in investment in machinery and 
equipment, combined with the strength in 


Chart 5 
Real Gross Domestic Product for Canada* 


Quarter-over-quarter 
percentage change, 
at annual rates | 


Year-over-year 
Le percentage change 


Table 1 


Contributions to Average Annual Real GDP Growth! 
Percentage points 


Consumption 2.0 1.8 1.6 
(1.8) (1.6) 


Housing 0.2 -0.1 
(0.1) (-0.1) 
Government 0.8 0.8 
(0.9) (0.9) 
A) 


Business fixed 1 
investment 


Subtotal: Final 4.0 
domestic demand (3.8) 


17 


Subtotal: Net exports 


Inventories 0.1 
(-0.3) 
GDP By PO) 
(3.1) (3.0) 
1. Figures in parentheses are from the base case presented in 
the April Report. 


the Canadian dollar, should stimulate im- 
ports. Thus, net exports are expected to ex- 
ert a drag on overall growth for some time, 
though this effect should diminish over the 
projection period. 

The assumption for potential output 
growth continues to be 2.9 per cent in 2006 
and 3.0 per cent in 2007 and 2008.' This 
growth profile implies that the economy 
would remain in slight excess demand over 
the remainder of 2006, before returning to 
its production capacity by the end of 2008. 


1. Since the April Report, Statistics Canada has revised up its 
estimates of labour productivity growth for 2005, giving the 


2002 2003 2004 2005 2006 2007 2008 
* Dashed line/bar denotes projection. 


Bank greater confidence in its assumption of 1 3/4 per cent for 
trend productivity growth and 3 per cent for potential output 
growth. 
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In this base-case projection, the anticipated 
moderation of U.S. growth, combined with 
the lagged effects of past interest rate and 
exchange rate increases, brings aggregate 
supply and demand back into balance. 
Hence, in this projection, the current level 
of the policy interest rate is consistent with 
achieving the 2 per cent inflation target. 
Movements in the 12-month rate of in- 
crease in total CPI inflation will be impor- 
tantly influenced by the cut in the GST from 
7 per cent to 6 per cent on 1 July 2006 and 
by developments in the markets for crude 
oil and natural gas. The direct effect of the 
one-percentage-point cut in the GST on 
the total CPI is estimated to be 0.6 per cent. 
Total CPI inflation is expected to average 
just over 1 1/2 per cent in the second half 


of 2006 and the first half of 2007, before re- 
turning to the 2 per cent target (Table 2). 
Note that total CPI inflation is likely to fall 
temporarily to close to 1 per cent this Sep- 
tember, reflecting the brief surge in energy 
prices last September. 

Core inflation is expected to remain at 
about 2 per cent throughout the projection 
period. The upward pressure on inflation 
from excess demand in the economy 
should be offset by continued downward 
pressure from further reductions in the pric- 
es of manufactured goods. These two off- 
setting factors are projected to diminish in 
tandem over the projection period, with the 
result that the core rate should stay at 2 per 
cent. 


Table 2 
Summary of the Base-Case Projection* 


2006 


ee GDP 
(quarter-to-quarter percentage change at annual rates)? 


Real GDP 
(year-over-year percentage change) 


Core inflation 
(year-over-year percentage change) 


Total CPI 
(year-over-year percentage change) 


Total CPI excluding the effect of changes in indirect taxes 
(year-over-year percentage change) 


Dich 
(2.6) 


2.4 


(2.4) 


27 2.1 2.0 
é 5 (2.6) (1.9) E a 6 ‘ (2. Pac 


WTId 
(level) 


Ths 


i 


Figures in parentheses are from the April Monetary Policy Report. 

. For half and full years, the number reported is the average of the respective quarter-to-quarter percentage growth at annual rates. 

. Note that the base-case projection for total CPI in the April Report did not assume any reduction in the GST, an indirect tax. 
Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the two 
weeks ending 7 July 2006. 
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The Monetary Policy Report and the Update are available on the Bank’s website at: 
www.bankofcanada.ca 


Copies can also be obtained by contacting the Bank at: 
Telephone: 1 877 782-8248; email: publications@bankofcanada.ca 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank's updated outlook based on information received up to 


16 January 2007. 


Overview 


The global economy has continued to ex- 
pand robustly. However, U.S. economic 
growth slowed in 2006, with the weakness 
concentrated in the automotive and housing 
sectors. This weakness does not appear to 
have spread to the rest of the U.S. economy 
and, with signs that a significant amount of 
the adjustment in these sectors has already 
taken place, U.S. economic growth is expect- 
ed to pick up. 

With reduced demand for Canadian ex- 
ports and the need to adjust inventories, 
output growth in Canada decelerated more 
than had been expected in the October Re- 
port, likely averaging about 1.6 per cent in 
the second half of last year. The Bank judges 
that at the end of 2006, the Canadian econo- 
my was operating at, or just above, its pro- 
duction capacity. 

Looking ahead, real GDP growth 
should average about 2 1/2 per cent in the 
first half of 2007, rising to about 2 3/4 per 
cent in the second half. In 2008, growth is 
projected to stay in line with the growth of 
potential output (estimated at 2.8 per cent), 
keeping the economy operating near its ca- 
pacity throughout the projection period. 
With the weakness seen in the second half of 
2006, this growth profile implies average 
annual growth of 2.3 per cent in 2007 and 
2.8 per cent in 2008. 


Total consumer price inflation will con- 
tinue to be affected by movements in energy 
prices and, during the first half of 2007, by 
last year’s reduction in the Goods and Services 


Highlights 


The Canadian economy is judged to have 


been operating at, or just above, its 

production capacity at the end of 2006, 
following weaker-than-expected growth 
in the second half of the year. 


The Bank projects that the Canadian 


economy should continue to operate near 


its production capacity throughout 2007 
and 2008. 


Total CPI inflation should average just 


above 1 per cent in the first half of 2007, 
returning to the 2 per cent target in 2008, 
while core inflation should return to 2 per 
cent in the first half of 2007 and remain 
there. 


Risks to the Bank’s inflation projection 


continue to be roughly balanced but have 


diminished somewhat since the October 
Report. 


The current level of the policy interest rate 


is judged, at this time, to be consistent 
with achieving the inflation target. 
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Tax (GST). If energy prices unfold in line 

with current futures E tices, total CPI infla- Official Policy Rates npr Interest Rates* 
tion should fall to about 1 per cent in the Daily 

first half of 2007, returning to the 2 per cent 
target early in 2008. With the economy oper- 
ating near its production potential, and with 
slightly less upward pressure from housing 
prices, core inflation should return to 2 per 
cent in the first half of 2007 and stay there 
throughout the projection period. 


United States! 


EN ig 


The Bank judges that the risks to its in- 2004 2005 2006 2007 


* Solid lines are official interest rates, and dotted lines are forward 
overnight interest rates. No adjustments are made for term premiums. 
. Foreign forward overnight rates based on the implied forward rate 
derived from the overnight index swap market or federal funds futures 


flation projection are roughly balanced. The 
main downside risk continues to be that 


growth in the U.S. economy could be lower 
than expected. The main upside risk comes 
from rising house prices and increased 
spending related to borrowing against 
home equity. Both these upside and down- 
side risks have diminished somewhat since 
the October Report. 

There remains a small possibility of a 
disorderly resolution of global imbalances, 
in the absence of further appropriate policy 
actions internationally. 

There also continues to be considerable 
uncertainty about Canadian trend produc- 
tivity growth. Recent productivity data 
have been weak, and it is unclear how much 
of that weakness is due to cyclical factors. 

The Bank of Canada left the target rate 
for the overnight rate unchanged at 4.25 per 
cent on 5 December 2006 and 16 January 
2007 (Chart 1). In line with the Bank’s out- 
look, the current level of the policy rate is 
judged, at this time, to be consistent with 
achieving the 2 per cent inflation target over 
the medium term. 


Recent Economic and Financial 
Developments 


Global Developments 

Since the October Report, the global econom- 
ic expansion has remained robust. Economic 
growth in the euro area over the past few 
months has been slightly stronger than pro- 
jected, and growth in China continues to 


for the respective country. 
. Canadian forward overnight rates based on yields on bankers’ 


acceptances (BAs) and three-month futures for bankers’ acceptances 


(BAX) 


outperform expectations. In Japan, business 
investment and exports remain vigorous 
despite relatively weak household con- 
sumption. The stronger overseas demand, 
particularly in business investment, along 
with a modest real effective depreciation of 
the U.S. dollar over the past year and a half, 
continues to support U.S. exports and is 
consistent with the Bank’s assumption of an 
orderly resolution of global imbalances. 

With this continuing strength in global 
demand, commodity prices have remained 
high since the October Report. Oil and natu- 
ral gas prices have recently eased, however, 
owing to warmer-than-usual temperatures 
in North America. 

After a strong start to 2006, real GDP 
growth in the United States moderated. This 
mainly reflected a substantial downturn in 
residential investment and reduced motor 
vehicle production. More broadly, the need 
to adjust inventory levels is also dampening 
manufacturing production, and business in- 
vestment is somewhat less buoyant than 
previously expected. But adjustments in the 
housing and auto sectors have not led to sig- 
nificant spillover effects in the rest of the 
U.S. economy. Household consumption has 
remained firm, supported by steady em- 
ployment gains in the services sector. 
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Chart 2 
Contribution to Real GDP Growth 
Percentage points, quarterly at an annual rate 


Final domestic 
demand 


7 


Net exports 


Inventory 
investment 


2005 2006 


* These are projections for the fourth quarter of 2006. 


Canadian Economic Activity 

With the slower growth in the U.S. econo- 
my, output growth in Canada has also de- 
celerated. In the third quarter, real GDP grew 
at an annual rate of 1.7 per cent. While this 
was slightly less than projected in our Octo- 
ber Report, the level of real GDP in the third 
quarter was as anticipated because of an up- 
ward revision to growth in the first quarter. 
Based on available information, real GDP is 
likely to have grown by about 1.5 per cent in 
the fourth quarter of 2006, weaker than the 
2.8 per cent rate projected in the October 
Report. 

This slowdown in growth in the second 
half of 2006 was largely due to reduced U.S. 
demand for building materials and motor 
vehicles—which has adversely affected 
Canada’s exports—and to the need for Ca- 
nadian businesses to adjust inventories. 
This inventory adjustment appears to have 
been related largely, but not entirely, to 
weaker U.S. demand for Canadian goods. 

Final domestic demand remains the key 
contributor to growth in Canada (Chart 2). 
Strength in labour markets and real person- 
al disposable income, together with increas- 
es in household net worth and household 
credit, has continued to support solid 
growth in consumer spending. 


Estimated Pressures on Capacity 
After reviewing all the indicators of capaci- 
ty pressures, it is the Governing Council’s 
judgment that the economy was operating 
at, or just above, its production capacity in 
the fourth quarter of 2006. 

A number of indicators suggest that the 
economy was operating above its produc- 
tion capacity. In the Bank’s winter Business 
Outlook Survey, the percentage of companies 
reporting that they would have difficulties 
in meeting an unanticipated increase in de- 
mand was still above average (Chart 3). The 
Bank’s conventional measure of the output 
gap suggests that the economy was operat- 
ing just above its production potential in the 
fourth quarter.! The employment-to-popu- 
lation ratio remained very high in December 
compared with historical experience, and 
the unemployment rate was at a 30-year 
low. The core rate of inflation has been 
slightly above 2 per cent in recent months. 

On the other hand, the underlying trend 
increase in wages (based on average hourly 
earnings of permanent workers) has eased 
to a range of 21/2 to 31/2 per cent in recent 
months, after moving up earlier in 2006. As 
well, the percentage of firms reporting la- 
bour shortages in the Bank’s winter survey 
was slightly below average. 


Inflation and the 2 Per Cent Target 

In recent months, total CPI inflation has been 
slightly lower than projected in the October 
Report. The 12-month rate of increase in the 
total CPI fell to just below 1 per cent in Sep- 
tember and October 2006 (Chart 4). This 
mainly reflected anticipated base-year ef- 
fects associated with the hurricane-related 


1. The conventional estimates of production capacity in recent 
years have been revised down slightly, partly because of the 
impact of weak observed labour productivity growth on the esti- 
mate of trend growth in labour productivity. 


2. Recall that the July 2006 reduction in the GsT lowers total CPI 
inflation by about one-half of a percentage point for a year. 
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Chart 3 


Estimated Output Gap and the Response to Business 
Outlook Survey Question on Capacity Pressures 


Output gap* 
(right scale) | 


Some and significant 
difficulty** 
(left scale) 


2001 2002 2003 2004 2005 2006 


* Difference between actual output and estimated potential output based 
on the Bank’s conventional measure. The estimate for the fourth 
quarter of 2006 is based on a projected rise in output of 1.5 per cent 
(at annual rates). 

** Percentage of firms indicating that they would have either some or 
significant difficulty meeting an unanticipated increase in demand/sales 


Chart 4 
Consumer Price Index 
Year-over-year percentage change 


Total CPI excluding 
"apa the effect of changes 
Target range in indirect taxes 


Target midpoint 


2001 2002 2003 2004 2005 2006 


* CPI excluding eight of the most volatile components and the effect 
of changes in indirect taxes on the remaining components 


surge in energy prices in September of 2005, 
and unanticipated declines in the prices of 
gasoline and natural gas. Total CPI inflation 
moved up to 1.4 per cent in November as 
the base-year effects dissipated. 

From September to November of 2006, 
the core rate of inflation averaged about 
2.2 per cent, up from 2 per cent in July and 
August. This increase was largely because 
core prices for shelter and other services 
rose at a slightly faster rate, although more 
recently there are some indications of a 
moderation in the rate of increase in hous- 
ing prices. Decreases in the prices of many 
import-intensive goods continued to put 
downward pressure on core inflation. 


The four-quarter change in the chain 
price index for GDP eased from 3.0 per cent 
in the second quarter of 2006 to 1.4 per cent 
in the third quarter, reflecting a further 
reduction in Canada’s terms of trade. This 
caused further moderation in the year-to- 
year increase in nominal GDP. 


Financial Markets and Credit 
Conditions 

Long-term interest rates, market volatility, 
and credit spreads have remained low in 
most countries. In addition, many equity in- 
dexes have recently recorded either multi- 
year or all-time highs. 

Against this backdrop, financing condi- 
tions in Canada remain favourable. Finan- 
cial institutions and markets continue to be 
willing to lend, since business profitability 
and overall financial health remain strong. 
Growth of business credit is near its histori- 
cal average, and the modest decline experi- 
enced since early 2006 likely reflects a slight 
moderation in demand rather than a tight- 
ening in the supply of credit. The pace of 
growth in household credit remains well 
above its historical average, although it has 
declined somewhat since the last Report. This 
strong growth has been partly associated with 
borrowing against home equity. Growth 
rates of the narrow and broad monetary ag- 
gregates have continued to increase. 

Over the past three months, the Canadi- 
an dollar has moved from a high of 
89.5 cents U.S. to a low of close to 84.5 cents 
U.S. This reflects a number of factors, in- 
cluding the recent weakness in energy prices 
and an unwinding of support from cross- 
border currency flows related to mergers 
and acquisitions. 


The Economic Outlook 


The Bank’s base-case projection incorpo- 
rates the following key assumptions: en- 
ergy prices evolving in line with current 
futures prices, a gradual real effective 
depreciation of the U.S. dollar, and a 
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Canada/U.S. exchange rate in the range 
of 84.5 to 87.5 cents U.S., evident since the 
December interest rate announcement. 

The robust expansion of the global econ- 
omy is still expected to decelerate to a more 
sustainable rate over 2007-08. As in the 
October Report, global economic growth is 
projected to ease from 5.1 per cent in 2006 to 
4.7 per cent in 2007, and to 4.5 per cent in 2008. 

In the base-case scenario for the U.S. 
economy, real GDP growth is expected to re- 
cover to the rate of growth in potential out- 
put in the second half of 2007 before moving 
slightly above potential growth through 
2008. On an annual basis, growth is project- 
ed to be 2.5 per cent in 2007 and 3.2 per cent 
in 2008 (very close to the projection in the 
October Report). 

Futures prices for crude oil and natural 
gas are lower than those in the October Re- 
port, with prices for crude oil moving up 
from current levels of about US$53 per bar- 
rel to about US$59 on average in 2007 and 
about US$63 in 2008. The price index for 
non-energy commodities is still expected to 
decrease modestly over the projection peri- 
od from the very high levels reached to- 
wards the end of 2006. 

In the Bank’s base-case projection for 
Canada, economic growth picks up through 
2007, with quarterly growth averaging 
about 2 1/2 per cent at annual rates in the 
first half of the year and about 2 3/4 per 
cent in the second half. Together with the 
weaker growth experienced in the second 
half of 2006, this implies annual average 
growth for 2007 of 2.3 per cent. For 2008, 
growth is projected to continue at a pace of 
2.8 per cent, in line with the growth of po- 
tential output. This implies that the econo- 
my would continue to operate near its 
production capacity throughout the entire 
projection period. 

Strong domestic demand in Canada 
continues to be a key feature of the base-case 
projection (Table 1). 


However, Canadian export growth is 
expected to remain weak in the near term, 
recovering gradually through 2007 and 
2008. At the same time, pronounced gains in 
investment in machinery and equipment 
should boost imports further. Consequent- 
ly, net exports should continue to exert a 
considerable drag on overall growth in 
2007, with this effect diminishing over the 
projection period. 


Table 1 


Contributions to Average Annual Real GDP Growth? 
Percentage points 


2006 2007 2008 
Up) V7 167, 
(2.2) (1.8) (1.7) 
eZ -0.1 -0.1 
(0.2) (-0.1) (-0.1) 
8 
9 


; 
0. 
0. 
4 


Consumption 


0.7 0:7 
(0.8) (0.8) (0.7) 
i 0.7 0.5 

(1.0) (0.7) (0.5) 


Subtotal: Final 3.0 2.8 
domestic demand (4.2) (3.2) (2.8) 


0.4 0.5 iigil 
(0.6) (0.7) aay, 


-1.6 lle: -1.1 
(-1.9) (-1.4) (-1.1) 


Subtotal: Net exports -1.2 -0.8 0 
(1-8) =) 220.7) (0) 


Business fixed 
investment 


-0.2 0.1 0 
(-0.1) (0) (0) 


5 = tH 
q 2 ZS 
oO 3 B 
= gee: 
5. 4 i 
oO 
Ww 


DT, 23 2.8 
(2.8) (2.5) (2.8) 


a. Figures in parentheses are from the base case presented in 
the October Report. 


The inventory adjustment evident in the 
second half of 2006 is expected to be largely 
completed early in 2007 and, therefore, 
would no longer subtract from growth. 


MONETARY POLICY REPORT UPDATE: JANUARY 2007 


The projection for core inflation is little 
changed from that in the October Report. 
With the economy expected to remain close 
to its production potential and with easing 
housing price pressures, core inflation is ex- 
pected to return to 2 per cent in the first half 
of 2007 and remain there throughout the 
projection period. 

In 2007, movements in the 12-month rate 


influenced by the GST cut in July 2006 and by 
developments in the markets for crude oil, 
gasoline, and natural gas. Total CPI inflation 
is expected to average just above 1 per cent 
in the first half of 2007, before returning to 
the 2 per cent target by early 2008 (Table 2). 
The current level of the policy rate is 
consistent with achieving the 2 per cent in- 
flation target in this base-case projection. 


of increase in the total CPI will be importantly 


Table 2 


Summary of the Base-Case Projection* 


Real GDP 
(quarter-to-quarter percentage change at annual rates)? 


2.6 
(2.5) 


2 2.8 29 
(2.4) (Ze) (2.8) 
1 


Real GDP 
(year-over-year percentage change) 


A 
fy Paci 2:5 2.8 
(2.3) (2.4) (2.6) (2.8) 
2.1 2.0 2.0 2.0 
(2.2) (2.2) (2.0) (2.0) 
pe 1.0 1.7 2.0 
(1.4) (1.4) (2.0) (2.0) 
a7 1.5 7, : 
(1.9) (1.9) (2.0) 
6 58 61 


Core inflation 
(year-over-year percentage change) 


Total CPI 1.7 
(year-over-year percentage change) (e) 


1 
22. ; i 
(2.2) 


hice pace 
(71) (60) (63) (65) (66) (67) 


a. Figures in parentheses are from the October Monetary Policy Report. 

b. For half and full years, the number reported is the average of the respective quarter-to-quarter percentage growth at annual rates. 

c. Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the two 
weeks ending 12 January 2007. 


The Monetary Policy Report and the Update are available on the Bank’s website at: 
www.bankofcanada.ca 


Copies can also be obtained by contacting the Bank at: 
Telephone: 1 877 782-8248; email: publications@bankofcanada.ca 
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Monetary Policy Report 


Update 


July 2007 


This text is a commentary of the Governing Council of the Bank of Canada. | 
It presents the Bank’s updated outlook based on information received up to 


10 July 2007. 


Overview 


Economic growth and inflation in Canada in 
the first half of this year have been stronger 
than expected in the April Monetary Policy 
Report. Final domestic demand has re- 
mained the key driver of economic growth 
in Canada, bolstered by firm commodity 
prices. The Bank judges that the economy is 
now operating further above its production 
potential than was projected at the time of 
the April Report. Both total CPI and core in- 
flation have been higher than projected in 
April and are above the 2 per cent inflation 
target. Longer-term interest rates have in- 
creased, and the Canadian dollar has appre- 
ciated sharply, moving well above the 
trading range assumed in the last Report. 

The Canadian economy is now project- 
ed to grow by 2.5 per cent in 2007, some- 
what stronger than was expected in April, 
and to grow somewhat more slowly in 2008 
and 2009 than previously projected. In this 
new projection, higher interest rates across 
the yield curve and a higher assumed range 
for the Canadian dollar of 93 to 95.5 cents 
U.S. act to moderate growth in 2008 and 
2009 to an average of about 2 1/2 per cent. 
This brings aggregate demand and supply 
back into balance in 2009. 

Inflation is projected to be slightly 
higher and more persistent than in the 
April Report. However, as excess demand 


diminishes, total CPI and core inflation should 
decline to 2 per cent by early 2009. Also con- 
tributing to the decline in inflation are great- 
er downward pressure on import prices 
related to the stronger Canadian dollar, and 
continued deceleration in the pace of price in- 
creases for new houses. With the direct effect of 
the GST cut ending and the impact of the tempo- 
rary easing in gasoline prices in late 2006, total 


Highlights 


The Canadian economy is operating 
further above its potential than was 
projected in the April Report. 


The Bank projects average annual 


economic growth of about 2 1/2 per cent 
through 2009, with the economy returning 
to its production potential in 2009. 


Inflation is projected to be slightly higher 
than in the April Report, returning to the 
2 per cent target by early 2009. 


There are both upside and downside risks 
to the projection for inflation, and these 
appear to be roughly balanced. 


In line with the Bank’s outlook, some 
modest further increase in the policy rate 
may be required. 
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inflation is projected to peak at about 3 per cent 
in the fourth quarter of this year. 

The Bank’s new projection for inflation is 
subject to both upside and downside risks. 
The main upside risk is that household de- 
mand in Canada could be stronger than pro- 
jected, which could attenuate the downward 
pressure on inflation from lower import prices 
and from the deceleration in the pace of price 
increases for new houses. Higher levels of 
household borrowing and broad money 
growth point to this risk. On the downside, 
the adjustment in the Canadian economy to 
the rapid appreciation of the Canadian dollar 
may dampen demand for Canadian goods 
and services and reduce inflationary pres- 
sures more than projected. As well, the ongo- 
ing adjustment in the U.S. housing sector 
could be more prolonged, and this could spill 
over to the U.S. economy more broadly, fur- 
ther dampening Canadian exports. Overall, 
the upside and downside risks to the 
Bank’s projection for inflation appear to be 
roughly balanced. 

In line with this outlook, the Bank of 
Canada raised its key policy interest rate 
to 4.5 per cent on 10 July. Some modest 
further increase in the overnight rate may 
be required to bring inflation back to target 
over the medium term. 


Recent Economic Developments 


Global Developments 

Economic growth outside North America 
has generally been more robust than expect- 
ed at the time of the April Report. Emerging- 
market economies, particularly China and 
India, continue to outperform expectations. 
Over the past few months, the economic ex- 
pansion in Europe and Japan has also been 
stronger than anticipated, with further 
strengthening in domestic demand. 

The U.S. economy has evolved essen- 
tially in line with expectations. Following a 
weaker-than-anticipated first quarter, growth 
looks to have rebounded in the second 


quarter. Activity in the housing sector con- 
tinues to decrease, but business investment 
appears to be regaining momentum. More- 
over, growth in household consumption has 
remained firm, suggesting that there has 
been no significant spillover from the ongo- 
ing adjustment in the housing sector. In gen- 
eral, most of the recent data have been 
consistent with a return of the economy to 
near potential growth, while U.S. inflation 
has moderated somewhat. 

With ongoing strength in global demand 
and concerns about supplies, oil prices have 
moved higher. Other commodity prices have 
generally remained high, largely in line with 
the assumptions in the April Report. 


Canadian Economic Activity 

In Canada, economic growth picked up 
markedly in the first quarter of 2007, with 
real GDP increasing at an annual rate of 
3.7 per cent. This was stronger than the 
2.5 per cent growth projected in the April 
Report. In spite of the weak growth in the 
U.S. economy in the first quarter of 2007, 
Canada’s export volumes were higher than 
expected. Inventory investment was also 
higher than projected. 

Final domestic demand continued to be 
the key driver of economic growth in Canada 
in the first quarter. Real personal disposable 
income rose substantially, owing mainly to 
strong growth in employment. The net 
worth of households also continued to rise, 
partly reflecting the impact of the strength 
in Canada’s terms of trade. This was accom- 
panied by further strong growth in house- 
hold credit. These developments under- 
pinned a considerable increase in household 
spending. Furthermore, the inventory cor- 
rection that had been a significant drag on 
growth in the last half of 2006 was complet- 
ed by early 2007. 

Based on available information, real GDP 
appears to have increased at an annual rate 
of 2.8 per cent in the second quarter of 2007, 
higher than the 2.3 per cent rate projected in 
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the April Report. In particular, both consum- 
er spending and exports showed strong mo- 
mentum early in the quarter. 


Estimated Pressures on Capacity 
Several indicators suggest that the amount 
of excess demand in the Canadian economy 
increased in the second quarter of 2007 rela- 
tive to that expected at the time of the April 
Report. In the Bank’s latest Business Outlook 
Survey, the percentage of companies report- 
ing that they would have difficulty in meet- 
ing an unanticipated increase in demand 
rose to the highest level since mid-2000 
(Chart 1). The Bank’s conventional measure 
of the output gap indicates that the econo- 
my was operating about 0.6 per cent above 
its production capacity in the second quar- 
ter of 2007, noticeably higher than projected 
in the April Report. 

A number of indicators continue to sug- 
gest tightness in labour markets, and meas- 
ures of underlying labour costs have 
increased somewhat. The employment-to- 
population ratio is at a record high, and the 
unemployment rate is at a 33-year low. 
However, the percentage of firms reporting 
labour shortages in the recent Business Out- 
look Survey declined. 

After reviewing all the indicators of ca- 
pacity pressures, the Governing Council 
judges that, overall, the economy was operat- 
ing about half a per cent above its production 
capacity in the second quarter of 2007. 


Inflation and the 2 Per Cent Target 

Inflation has been higher than projected 
in the April Report and the January Update. 
This is consistent with evidence of greater 
excess demand in the Canadian economy. It 
also reflects some relative price movements. 


1. The estimated level of excess demand in the second quarter of 
2007 is close to 0.5 percentage points higher than projected in the 
April Report. This increase reflects a rise in the projected level 

of real GDP in the second quarter of about 0.25 per cent and a 
decrease in the estimated level of production capacity of about 
0.2 per cent, largely reflecting ongoing weakness in labour 
productivity. 


Chart 1 Estimated Output Gap and the Response to 
Business Outlook Survey Question on 
Capacity Pressures 


Some and Output gap* 
significant difficulty** (right scale) 
(left scale) 


2000 2001 2002 2003 2004 #=+».2005 =$.2006 #%=2007 


* Difference between actual output and estimated potential output 
based on the Bank’s conventional measure. The estimate for the 
second quarter of 2007 is based on a projected rise in output of 
2.8 per cent (at annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some 


or significant difficulty meeting an unanticipated increase in 
demand/sales 


The 12-month rate of increase in the to- 
tal CPI moved up from 1.8 per cent in the 
first quarter of 2007 to 2.2 per cent in April 
and May (Chart 2). This higher-than-pro- 
jected rise in the total CPI resulted from the 
higher-than-expected core rate of inflation 
and from further increases in the prices of 
some of the volatile components. Gasoline 
prices were higher, chiefly because of refin- 
ery closures and unexpected strength in de- 
mand. Fruit and vegetable prices were also 
higher. 


Chart 2 Consumer Price Index 
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* CPI excluding eight of the most volatile components and the effect of 
changes in indirect taxes on the remaining components 
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The core rate of inflation averaged 
2.4 per cent in April and May, 0.2 percent- 
age points higher than projected for the sec- 
ond quarter in the April Report. The rate of 
increase in the prices for core services ex- 
cluding shelter has risen, reflecting strong 
demand pressures. Prices and markups for 
clothing and other semi-durable goods have 
also been higher than expected. Increases in 
shelter costs, while remaining relatively 
high, have continued to ease, largely as ex- 
pected, reflecting a deceleration in price in- 
creases for new houses. 


Financial Markets and Credit 
Conditions 

Since the April Report, longer-term interest 
rates have increased in many economies 
(Chart 3). The increase largely reflects ex- 
pectations of higher real interest rates, con- 
sistent with the outlook for continued 
strong global economic growth. Expecta- 
tions for policy rates have also generally 
moved up. 

In Canada, growth in household credit 
remains robust, and growth in business 
credit has moved above its historical aver- 
age since the April Report. Monetary aggre- 
gates have also grown robustly. 

The Canadian dollar has appreciated 
sharply, trading between 93 and 95.5 cents 
U.S. since the May policy announcement 


Chart 3 Term Structure of Interest Rates in Canada 
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Chart 4 Canadian Dollar Exchange Rate 
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(Chart 4). The current value of the Canadian 
dollar is well above the range of 86.5 to 
89.5 cents U.S. assumed in the projection in 
the April Report. Much of this appreciation 
reflects the strength of demand for Canadi- 
an goods and services and continuing firm 
commodity prices. However, the currency 
appears to have moved more strongly in re- 
sponse to these factors than historical expe- 
rience would suggest. 


The Economic Outlook 


The Bank’s base-case projection incorporates 
the following key assumptions: a gradual 
and orderly resolution of global imbalances, 
energy prices evolving in line with current 
futures prices, and a Canada/U.S. exchange 
rate in the range of 93 to 95.5 cents U.S. ob- 
served since the May policy announcement. 

The outlook for the global economy is 
slightly stronger than in the April Report, 
with growth expected to remain robust over 
the next three years. Some deceleration is 
still expected, as global excess supply is re- 
duced and as the impact of ongoing mone- 
tary policy tightening is felt. Global 
economic growth is projected to ease from 
5.0 per cent in 2007 to 4.8 per cent in 2008, 
and to 4.6 per cent in 2009. 

The projection for the U.S. economy is 
little changed from that in the April Report. 
GDP growth is expected to slow from about 
3.3 per cent in 2006 to about 2.1 per cent in 
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2007. Lower residential investment is likely 
to continue to reduce GDP growth over the 
coming quarters. However, U.S. exports 
should be supported by stronger growth in 
domestic demand in other countries and by a 
depreciating U.S. dollar, and business invest- 
ment is picking up. GDP growth is projected 
to be about 3 per cent in 2008 and 2009. 

Futures prices for crude oil have in- 
creased relative to those in the April Report. 
The price index for non-energy commodities 
is at a high level and is still expected to ease 
gradually over the projection period. 

In the Bank’s projection for Canada, GDP 
growth is somewhat stronger in 2007 and 
somewhat weaker in 2008 and 2009 than was 
projected in the April Report. Quarterly 
growth is expected to average about 2 3/4 per 
cent at annual rates for the final three quar- 
ters of this year and about 21/2 per cent 
through 2008 and 2009 (Table 1). 

Final domestic demand in Canada is ex- 
pected to remain the key driver of economic 
growth over the projection period, support- 
ed by the strength of Canada’s terms of 
trade and high levels of employment 
(Table 2). Growth in investment in machin- 
ery and equipment should continue to boost 
imports. Although the gradual strengthen- 
ing of the U.S. economy over the projection 
period is supportive of Canadian exports, 
export growth is expected to be weaker than 
previously projected owing to the higher 
Canadian dollar. On balance, net ex- 
ports are expected to subtract from growth 
in 2008 and 2009. 

Compared with the April Report, this 
projection includes higher interest rates 
across the yield curve and a higher exchange 
rate, both of which act to moderate growth 
and bring aggregate demand and supply in 
Canada back into balance in 2009.” 


2. The assumption for potential output growth remains 
unchanged from that used in the April Report, at 2.8 per cent in 
both 2007 and 2008 and at 2.7 per cent in 2009. 


Table 1 
Summary of the Base-Case Projection® 


Real GDP 

| (quarterly growth or 
average quarterly 
growth, at annual 
rates)? 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI 
(excluding the effect 

| of changes in 
indirect taxes) 
(year-over-year 
percentage change) | 


with the change in the cP! base year from 1992 to 2002. 


d. Assumption for the price of West Texas Intermediate crude oil (US$ per 
barrel), based on an average of futures contracts over the two weeks 


ending 6 July 2007 


The projection for core inflation for 2007 
and 2008 is slightly higher than in the April 
Report (Table 1). Greater excess demand 
than was expected in April is projected to 
keep core inflation above 2 per cent for a 
longer period. But three factors should 
bring core inflation back to 2 per cent by ear- 
ly 2009. First, with economic activity moder- 
ating somewhat in 2008 and 2009, excess 
demand pressures are slowly worked off. 
Second, with the stronger Canadian dollar, 
downward pressure on inflation from lower 
import prices is expected to be a little great- 
er than earlier projected. And finally, the 


a. Figures in parentheses are from the April Monetary Policy Report. 

b. For half and full years, the number reported is the average of the 
respective quarter-to-quarter percentage growth at annual rates. 

c. Revisions to the year-over-year percentage change in the first quarter 
of 2007 for both the total cP! and the total CP! excluding the effect of 
changes in indirect taxes are the result of rounding effects associated 
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contribution to inflation coming from price 
increases for new houses is expected to con- 
tinue to decline. 

The projected path for the 12-month rate 
of increase in the total CPI reflects the re- 
vised outlook for the core rate, expectations 
for energy prices, and the effect of past 
changes in indirect taxes. With the higher 
futures prices for oil and the direct effect of 
the GST cut on inflation ending, total CPI in- 
flation is projected to rise further in the sec- 
ond half of this year. Considerable year- 
over-year increases in gasoline prices, ow- 
ing partly to the impact of the temporary 
easing in gasoline prices in late 2006, will 
cause total CPI inflation to peak in the fourth 
quarter at about 3 per cent. CPI inflation is 
then expected to decline, reaching the 2 per 
cent target by early 2009. 


Table 2 


Contributions to Average Annual Real GDP Growth? 
Percentage points 


Za 1:9 1.8 


Consumption 26) 
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Business fixed ee 0.6 0.6 0.4 
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Subtotal: Final 4.4 3.4 3.1 al 
domestic demand | (4.3) (3.0) (2.7) (2.7) 


Exports 0.3 0.6 0.9 0.9 | 
| (0.5) (0.4) (1.3) (1.0) 


Imports -16 | -1.4 -1.5 ‘ 

(-1.7) | (-1.3) | (-1.3) | (-1.0) 
Subtotal: -1.3 -0.8 -0.6 -0.3 
Net exports (-1.2) | (-0.9) (0) 
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a. Figures in parentheses are from the projection presented 
in the April Report. 


The Monetary Policy Report and the Update are available on the Bank’s website at: 


www.bankofcanada.ca 


Copies can also be obtained by contacting the Bank at: 
Telephone: 1 877 782-8248; email: publications@bankofcanada.ca 
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This text is a commentary of the Governing Council of the Bank of Canada. 
It presents the Bank’s updated outlook based on information received up to 


22 January 2008. 


Overview 


The Canadian economy grew broadly in 
line with the Bank’s expectations in the sec- 
ond half of 2007. Despite some slowing in 
growth in the fourth quarter, the economy 
continues to operate above its production 
capacity. Both total and core inflation have 
been lower than was projected in the October 
Monetary Policy Report, largely reflecting a 
price-level adjustment related to increased 
competitive pressures in the retail sector 
stemming from the level of the Canadian 
dollar. 

Financial conditions have deteriorated 
since October, leading to a tightening of 
credit conditions in industrialized coun- 
tries. Given this, and a deeper and more 
prolonged decline in the U.S. housing sec- 
tor, the outlook for the U.S. economy in 2008 
is now significantly weaker than it was in 
October. Growth is expected to be particu- 
larly weak in the first half of the year before 
recovering later in 2008 and 2009. 

For Canada, the effects of the slowing 
U.S. economy will lead to additional down- 
ward pressure on export growth. However, 
despite tighter credit conditions, domestic 
demand in Canada is expected to remain 
strong, supported by continued income 
growth associated with the increase in com- 
modity prices seen since October, which has 
led to further gains in Canada’s terms of 


trade. The Bank now projects that economic 
growth in 2008 will be weaker than was ex- 
pected in October, averaging a little over 
1 per cent in the first half of the year and a 
little over 2 per cent in the second half. On 
an average annual basis, the economy is 
projected to expand by 1.8 per cent in 2008 
and by 2.8 per cent in 2009. This growth pro- 
file implies that the economy will move into 
modest excess supply in the second quarter 
of this year, and then return to balance in 
early 2010. 


Highlights 


The Canadian economy continues to 
operate above its production capacity, 


despite a slowing of growth in the fourth 


quarter of 2007. 


The Bank projects average annual 
economic growth of 1.8 per cent in 2008 
and 2.8 per cent in 2009. 


Both core and total CPI inflation are 
projected to fall below 1.5 per cent by 


mid-2008 before returning to 2 per cent by 


the end of 2009. 


Further monetary stimulus is likely to be 
required in the near term. 
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The inflation projection has also been 
revised down, particularly for 2008, prima- 
rily reflecting the price-level adjustment 
noted above and the recent one-percentage- 
point reduction in the GST. Both core and 
total CPI inflation are projected to fall below 
11/2 per cent by the middle of this year be- 
fore returning to the 2 per cent target by the 
end of 2009. Excluding the impact of the 
recent GST reduction, total CPI inflation is 
projected to average close to 2 per cent 
throughout 2008 and 2009. 


Risks and Policy Outlook 
There are a number of important risks to 
this base-case projection. 

On the downside, the tightening in credit 
conditions globally and in Canada could be 
greater and more protracted than assumed, 
and there could be a more prolonged slow- 
down in the U.S. economy, exerting a greater 
drag on Canadian GDP growth and inflation. 
As well, competitive pressures in Canada’s 
retail sector could put more downward 
pressure on prices than assumed. 

On the upside, there are risks posed by 
the continued strong momentum in domes- 
tic demand growth, underpinned by firm 
commodity prices, improved terms of trade, 
and strong credit growth. Capacity pres- 
sures could be stronger than judged, espe- 
cially if weak productivity growth were to 
persist, which would put upward pressure 
on costs and inflation. 

The Governing Council judges that, 
overall, the risks to the base-case projection 
for Canadian inflation are roughly balanced. 

On 4 December and on 22 January, the 
Bank lowered its target for the overnight 
rate by one-quarter of one percentage point, 
bringing it to 4 per cent. In line with the 
Bank’s outlook, further monetary stimulus 
is likely to be required in the near term to 
keep aggregate supply and demand in bal- 
ance and to return inflation to target over 
the medium term. 


Recent Economic and Financial 
Developments 


Global Developments 

Global economic growth remained strong 
through the third quarter of 2007. During 
the fourth quarter, however, there was a 
slowing in the global economy, most nota- 
bly in the United States. The ongoing re- 
pricing of risk and tightening of credit con- 
ditions in industrialized countries, largely 
stemming from problems in the U.S. sub- 
prime-mortgage market, contributed to the 
slowdown. Upward pressure on global in- 
flation continued, exacerbated by large in- 
creases in the prices of energy and food. 

Economic strength through the third 
quarter was broadly based across all major 
regions and was generally greater than ex- 
pected. In the United States, economic 
growth in the third quarter was driven by 
unexpectedly high business spending and 
inventory accumulation, and by the rapid 
expansion of net exports in response to 
strong global demand and the depreciation 
of the U.S. dollar. Available information on 
the U.S. economy suggests that activity 
slowed in the fourth quarter as a result of 
the continued weakness in the housing sec- 
tor, lower production to reduce inventory 
levels (particularly in the automobile sec- 
tor), and the adverse effects of tighter credit 
conditions. 

With continuing strong global demand 
for oil and little significant supply adjust- 
ment, crude oil prices have moved higher. 
Prices for grains and oilseeds have also con- 
tinued to rise, reflecting both strong growth 
in demand from major emerging economies 
and unfavourable supply developments. 
Many other commodity prices have also 
remained high. 
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Chart 1 Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Net 
exports 
Inventory 
investment 


2005 2006 


Note: GDP estimates for the fourth quarter of 2007 are based on the 


Bank’s monitoring of current data. 


Canadian Economic Activity 

In the second half of 2007, the Canadian 
economy grew broadly in line with the 
Bank’s expectations. Economic growth in 
Canada eased in the third quarter, with real 
GDP growing at an annual rate of 2.9 per 
cent, slightly stronger than the 2.5 per cent 
projected in the October Report. Inventory 
investment was higher than expected, con- 
tributing importantly to overall growth, 
and, once again, there was a considerable 
rise in final domestic demand (Chart 1). 

Both business investment and govern- 
ment spending on goods and services were 
boosted in the third quarter by large pur- 
chases of machinery and equipment from 
abroad. Real personal disposable income in- 
creased moderately, while household net 
worth rose further, and household credit 
continued to record substantial increases. 
As a result, household spending rose solid- 
ly, after a very strong gain in the second 
quarter. 

Net exports decreased markedly in the 
third quarter. Import volumes increased 
substantially in response to strong domestic 
demand and the past appreciation of the 
Canadian dollar. Export volumes rose mod- 
estly, however, as the exchange rate appre- 
ciation moderated the strong global 
demand for Canadian goods and services. 


Current data for the fourth quarter point 
to another substantial gain in final domestic 
demand, supported by the rise in real in- 
comes from a boost in the terms of trade that 
reflected strong commodity prices and 
the further appreciation of the Canadian 
dollar. However, there is likely to be a drag 
on GDP growth from net exports. Overall, 
real GDP is likely to have increased by 
1.5 per cent in the fourth quarter. 


Inflation and the 2 Per Cent Target 
Inflation in October and November was 
lower than projected in the October Report. 
This appears to largely reflect a price-level 
adjustment related to increased competitive 
pressures stemming from the high level of 
the Canadian dollar. 

The core rate of inflation averaged 
1.7 per cent in October and November, 
0.6 percentage points lower than projected 
for the fourth quarter in the October Report 
(Chart 2). It appears that the Canadian dol- 
lar’s rise to close to parity with the U.S. dol- 
lar raised consumers’ awareness of the 
considerable differences between Canadian 
and U.S. prices and led to a greater-than- 
projected downward adjustment of the pric- 
es of some goods, particularly automobiles. 
Additionally, increases in meat prices were 
lower than expected, driven by increased 
supply. The prices of core services also rose 
somewhat less than expected. 


Chart 2 Consumer Price Index 


Year-over-year percentage change 


Total CPI excluding 
the effect of changes 


Control range in indirect taxes 


Target 


lan | /\ MAN 
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Total CPI 
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* CPI excluding eight of the most volatile components and the effect of 
changes in indirect taxes on the remaining components 
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Chart 3 Estimated Output Gap and the Response to 
Business Outlook Survey Question on 
Capacity Pressures 


Output gap* 


Some and (right scale) 


significant difficulty** 
(left scale) 


2003 2004 2005 2006 2007 


Difference between actual output and estimated potential output. The 
estimate for the fourth quarter of 2007 is based on a projected rise in 
output of 1.5 per cent (at annual rates) for the quarter. 

Percentage of firms indicating that they would have either some or signif- 
icant difficulty meeting an unanticipated increase in demand/sales 


The 12-month rate of increase in the to- 
tal CPI moved back up from 1.7 per cent in 
August 2007 to an average of about 2.5 per 
cent in October and November, reflecting 
the temporary reduction in gasoline prices 
in September and October 2006.! Neverthe- 
less, the growth in total CPI inflation was 
significantly lower than the 3.0 per cent ex- 
pected in the October Report, owing to the 
downward adjustment in core inflation. 


Estimated Pressures on Capacity 
Notwithstanding the easing in core infla- 
tion, the Canadian economy continues to 
operate above its production capacity. 

The Bank’s winter Business Outlook Sur- 
vey, the conventional measure of the output 
gap,” and most labour market and wage in- 
dicators continue to suggest considerable 
tightness (Chart 3). 


1. The upward pressure on gasoline prices coming from the 
recent rise in spot prices for crude oil was largely offset by the effect 
of the exchange rate appreciation and narrower margins. 


2. The Bank’s conventional measure indicates that the economy 
was operating about 0.6 per cent above its production potential in 
the fourth quarter of 2007. The estimated level of excess demand 
in the fourth quarter of 2007 is about 0.1 percentage points higher 
than was projected in the October Report. This rise is mainly the 
result of a marginal decrease in the estimated level of production 
capacity. 


After reviewing all the indicators of capac- 
ity pressures, the Governing Council judges 
that, overall, the economy was operating 
about one-half of a per cent above its produc- 
tion capacity in the last quarter of 2007. 


Credit Conditions 

Global financial markets remain volatile as 
difficulties related to the valuation of struc- 
tured products and expected losses stem- 
ming from the U.S. subprime-mortgage 
market persist and, more generally, as con- 
cerns about the economic outlook have in- 
creased. Canada has been affected by these 
global developments, but to a lesser extent 
than the United States and Europe. While 
household and business credit have contin- 
ued to grow robustly in Canada, there has 
been some tightening in the prices, terms, 
and availability of credit. 

Since late July, financial institutions in 
Canada and other countries have been 
facing increased spreads between their 
money market borrowing rates and expect- 
ed overnight policy rates. Although money 
market conditions worsened after the Octo- 
ber Report, partly because of concerns about 
year-end funding pressures, they have now 
returned to their October levels (Chart 4). 


Chart 4 Spreads between 3-Month Interbank Offered 
Rates and Overnight Index Swaps* 


Basis points 
120 


— Canada 
— United States 
—— Euro zone 


2008 
* For the United States and the euro zone, LIBOR (London Interbank 


Offered Rate) is published by the British Bankers’ Association. For Can- 


ada, CDOR (Canadian Dollar Offered Rate) is published by Reuters. 
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At the same time, however, there has 
been a considerable widening in credit 
spreads in Canadian and global bond mar- 
kets for financial and non-financial institu- 
tions. For example, for 10-year bonds, the 
spreads for “A”-rated Canadian borrowers 
over yields on Government of Canada 
bonds have widened from about 100 basis 
points to around 140 basis points since the 
October Report. 

The spread between the effective house- 
hold borrowing rate and the expected target 
overnight rate is estimated to have increased 
by about 20 to 25 basis points since October. 

The spread between the rate at which 
non-financial firms can borrow from finan- 
cial institutions and the expected overnight 
rate has increased by about 15 to 20 basis 
points since October. Given the increase in 
spreads in bond markets, and a tightening 
in the terms and conditions for bank loans 
and market debt, there has been a signifi- 
cant tightening in credit conditions faced by 
firms. 


Policy Rates 

Since the October Report, policy rates have 
been reduced in both the United States and 
Canada. With the weaker economic outlook 
and further tightening of credit conditions, 
market expectations in a number of indus- 
trialized countries, including Canada and 
the United States, now reflect significantly 
lower policy rates for 2008 than at the time 
of the October Report. 


Exchange Rates 

Against a background of significant volatil- 
ity in currencies, commodity prices, and in- 
terest rates since the October Report, and a 
generally weakening U.S. dollar, the Cana- 
dian dollar has exhibited exceptional vola- 
tility. After spiking sharply early in 
November, the dollar has since declined to 


Chart5 Canadian Dollar Exchange Rate and 
U.S. Trade-Weighted Index 


Wednesdays 


2006 2007 2008 


— Closing spot exchange rate vis-a-vis U.S. dollar (right scale) 
—— CERI excluding U.S. dollar (left scale, 1992=100) 
—— U.S. broad dollar trade-weighted index (left scale, 1997=100) 


Note: CERI: Canadian-dollar trade-weighted index (against U.S. dollar, 


euro, yen, U.K. pound, Mexican peso, and Chinese renminbi) 
Sources: Bank of Canada and Federal Reserve Bank of St. Louis 


trade around the level of 98 cents U.S. as- 
sumed in the October Report (Chart 5). This 
level is not inconsistent with fundamental 
factors. 


The Economic Outlook 


The Bank’s base-case projection incorpo- 
rates the following key assumptions: energy 
prices evolving in line with current futures 
prices; as in the October Report, a Canada/ 
U.S. exchange rate averaging 98 cents U.S.; 
and a gradual and orderly resolution of 
global imbalances. 

The robust expansion of the global econ- 
omy experienced over the past several years 
is expected to moderate over 2008-09. The 
adverse impact of the tightening of credit 
conditions in industrialized countries 
should be partially offset by more accom- 
modative monetary policy than previously 
expected and by continued strength in 
emerging-market economies. Nevertheless, 
global economic growth is expected to slow 
somewhat faster than projected in the 
October Report (Table 1). 


MONETARY POLICY REPORT UPDATE: JANUARY 2008 


Table 1 | 
Projection for Global Economic Growth 


Expected growth (per cent)? 


Share of real 
global GDP# 
(per cent) 


United States 
European Union 


Japan 


| China and 
Asian NIEs°& 


World 


a. GDP shares are based on IMF estimates of the purchasing- 
power-parity (PPP) valuation of country GDPs for 2006. 
Source: IMF, WEO Database, April 2007. The World Bank 
recently published comprehensive revised estimates of 
purchasing-power parities, which will be reflected in the April 
2008 Monetary Policy Report. 

b. Numbers in parentheses are projections used for the October 
2007 Report. 

c. NIEs are newly industrialized economies. These include Hong 
Kong (Special Administrative Region), South Korea, Taiwan 
(Province of China), and Singapore. 

Source: Bank of Canada 


Futures prices for crude oil are higher 
than those in the October Report, but futures 
prices for natural gas are largely un- 
changed. The price index for non-energy 
commodities is expected to remain firm, 
easing somewhat as global growth 
moderates. 


The U.S. Outlook 

The projection for U.S. GDP growth has 
been revised down significantly from that in 
the October Report. Declining activity in the 
U.S. housing sector suggests a deeper and 
more prolonged adjustment in U.S. residen- 
tial investment and a reduction in home eq- 
uity values. Credit conditions are expected 
to tighten further, reflecting continuing fi- 
nancial market concerns and the weaker 


economic outlook. These factors, together 
with declines in the value of household 
wealth, are expected to reduce the growth of 
domestic demand relative to earlier projec- 
tions. In this Update, which incorporates the 
effect of a significant easing in U.S. mone- 
tary policy (including some reduction in the 
policy rate beyond that announced on 
22 January), the U.S. economy is projected 
to grow at a rate below that of potential out- 
put in 2008, before recovering gradually in 
2009. Growth in 2008 is expected to be par- 
ticularly weak in the first half of the year, 
averaging 0.5 per cent at an annual rate, be- 
cause of weakness in household spending 
and residential investment. Annual U.S. GDP 
growth is projected to be 1.5 per cent in 2008 
and 2.5 per cent in 2009. 


The Canadian Outlook 


For Canada, the Bank’s base-case projection 
is weaker for 2008 but somewhat stronger 
for 2009 than in the October Report. Quarter- 
ly growth at annual rates is expected to av- 
erage 1.3 per cent in the first half of 2008 and 
then move up to 2.3 per cent in the second 
half of this year, and to just over 3 per cent 
through 2009 (Table 2). 

Final domestic demand is expected to 
remain the key driver of economic growth 
over the projection period, supported by 
high commodity prices, further robust 
growth in real incomes, and lower policy 
rates (Table 3). Growth of final domestic de- 
mand is a little stronger than in the last Report. 
But the major change is much weaker net ex- 
ports. While import growth is expected to 
stay robust over the projection period, the 
outlook for Canadian exports has been 
marked down, reflecting the weaker U.S. 
economic outlook. With the pickup in U.S. 
GDP growth in 2009, the drag on Canadian 
economic activity coming from net exports 
diminishes. 
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Table 2 
Summary of the Base-Case Projection* 


Real GDP 
(quarter-over-quarter 
percentage change)? 


Real GDP 
(year-over-year 
percentage change) 


(2.8) | (2.9) § (2.4) | 2.1) (2.2) § (2.5) 
Degpe 1.6 1.4 3 1.6 | 1.9 
(2:2) | (2.3) } (2.2) (2.0) } (2.0) 
pap Ne DIS ales 14 ilgey |) 1) 
(222) 8820) (2.4) | (1.9) } (2.0) 


2.4 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI 
(excluding effect 

of changes in 
indirect taxes)° 
(year-over-year 
percentage change) 


(3.0) 


a. Figures in parentheses are from the October Monetary Policy 
Report. 

b. For half and full years, the number reported is the average of 
the respective quarter-to-quarter percentage growth at annual 
rates. 

c. The combined effect of the 1 per cent GST reduction on 
1 January 2008 and some other small changes in indirect taxes 
is estimated to reduce total CP! by about 0.5 per cent for a year. 

d. Assumption for the price of West Texas Intermediate crude oil 
(US$ per barrel), based on an average of futures contracts over 
the two weeks ending 18 January 2008 


With the weak near-term U.S. outlook 
and the tighter credit conditions in Canada, 
the economy moves into modest excess 
supply in the second quarter of this year. In 
this base-case projection, the subsequent 
strengthening of U.S. economic growth and 
further near-term reduction in policy interest 
rates in Canada bring aggregate supply and 
demand back into balance in early 2010.° 


3. The assumption for potential output growth is 2.8 per cent in 
2008 and 2.7 per cent in 2009, the same as in the last Report. 


The projection for core inflation is lower 
than in the October Report. In 2008, this re- 
flects the modest excess supply in the econ- 
omy for much of the year and continued 
pressures from lower-than-expected prices 
for selected tradable goods. These lower 
prices are driven by the increased competi- 
tion related to the high Canadian dollar. 
However, with the impact on measured in- 
flation from price-level adjustments dissi- 
pating, with well-anchored inflation 
expectations, and with the economy moving 
back towards balance, core inflation should 
move up to 2 per cent by the end of 2009. 


Table 3 
Contributions to Average Annual Growth of 


Real Canadian GDP# 


Percentage points 
Dep 2.4 
(2.1) (2.0) 


0 
0 


2006 | 2007 


23 
(2.3) 


De. 
(2.1) 


| Consumption 


Housing 


(0.1) (0.2) 


2S 
i 


i 0.6 0.7 
(0.8) (0.6) (0.7) 
Business fixed ey 0.6 0.5 
investment (1.2) (0.5) (0.5) 


Government 


(S) 
(ee) 


(0) | 
0.6 
(0.6) 
0.5 
(0.5) 

oh) 


Subtotal: Final 4.4 3.6 sxe 
domestic demand (4.4) (3.4) G2) (Ge) 


enc ee OS aru 0.4 
(0.3) (0.5) (0.2) (0.4) 


Exports 


Imports -1.6 -1.7 -1.3 -1.1 
(-1.6) | (-1.2) | (-1.2) (-1.0) 


Subtotal: -1.3 -1.1 -1.4 -0.7 
Net exports (-1.3) | (-0.7) | (-1.0) (-0.6) 


Inventories -0.3 0.1 -0.1 0 
(-0.3) (-0.1) (0.1) (0) 

2.8 2.6 1.8 2.8 

(2.8) (2.6) (2.3) (2.5) 


a. Figures in parentheses are from the base-case projection 
in the October Monetary Policy Report. 
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The path for the 12-month rate of in- 
crease in the total CPI over the projection 
period reflects the revised outlook for core 
inflation, expectations for energy prices, 
and the effect of changes in indirect taxes. 
The projection for total CPI inflation in 2008 
is lower than in the last Report, because of 
the reduced outlook for core inflation and 
the estimated direct effect of the one-per- 
centage-point GST reduction (and small 
changes in other indirect taxes). This is part- 
ly offset by the effect of higher futures prices 
for crude oil. Total CPI inflation is expected 
to fall below the 2 per cent target in early 
2008 and remain below the target for the rest 
of the year, before moving back to 2 per cent 
by the end of 2009. Total CPI inflation, ex- 
cluding the impact of the recent GST reduc- 
tion, is projected to average close to 2 per 
cent throughout 2008 and 2009. 


The Monetary Policy Report and the Update are available on the Bank’s website at: 
<http://www.bankofcanada.ca>. 


Copies can also be obtained by contacting the Bank at: 
Telephone: 1 877 782-8248; email: publications@bankofcanada.ca 
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LT | BANK OF CANADA 
wis Bats BANQUE DU CANADA 


Monetary Policy Report 


Update 


July 2008 


Q\ 


This text is a commentary of the Governing Council of the Bank-of Canada. 
It presents the Bank's updated outlook based on information received up to 


15 July 2008. 


Overview 


Three major developments are affecting the Ca- 
nadian economy: the protracted weakness in 
the U.S. economy; ongoing turbulence in global 
financial markets; and sharp increases in the 
prices of certain commodities—particularly en- 
ergy. The first two developments are evolving 
roughly in line with expectations outlined in 
the April Monetary Policy Report. However, 
many commodity prices continue to outstrip 
earlier expectations, and this has altered the 
outlook for global and domestic inflation. 
Although global economic growth is 
slowing, the momentum in the first half of 
the year has been stronger than earlier ex- 
pected. Growth is becoming increasingly 
weighted towards emerging-market econo- 
mies. This has contributed to rising demand 
for commodities in an environment where 
the supply response for many commodities 
has been muted and inventories are low. The 
resulting price increases have led not only to 
higher global inflation but also to continued 
improvements in Canada’s terms of trade 
and increases in real national income. 
Economic growth in Canada in the first 
quarter of 2008 was weaker than expected, 
mainly reflecting a sharp decline in invento- 
ry accumulation. However, final domestic 
demand continues to expand at a solid pace. 
Strong income gains from high commodity 
prices and high levels of employment, as 
well as an expected improvement in financial 
conditions, should support the growth of 
domestic demand through 2009 and 2010. 


The drag from net exports diminishes over 
the projection horizon as the U.S. economy 
recovers and the effects of the past apprecia- 
tion of the Canadian dollar dissipate. 

The Canadian economy is judged to 
have moved into slight excess supply in the 
second quarter of 2008; excess supply is ex- 
pected to increase through the balance of the 
year. High terms of trade, accommodative 
monetary policy, and a gradual recovery in 


Highlights 


Commodity prices have moved sharply 
higher since April, particularly energy 
prices. 


Canadian GDP is projected to grow by 
1.0 per cent in 2008, 2.3 per cent in 2009, 
and 3.3 per cent in 2010. 


Higher energy prices will push total CPI 
inflation temporarily above target, 
peaking in the first quarter of 2009, but 
core inflation will remain well contained. 


Total CPI inflation is projected to converge 
to the core rate of inflation at the 2 per 
cent target in the second half of 2009. 


There are significant risks to the base-case 
projection. These are viewed to be 
balanced. 


The Bank judges that the current level of 
the policy rate remains appropriate. 
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the U.S. economy are expected to generate 
above-potential economic growth starting 
in the first half of 2009, bringing the econo- 
my back to full capacity around mid-2010. 

Total CPI inflation over the next year is 
expected to be much higher than projected 
at the time of the April Report. Assuming en- 
ergy prices follow current futures prices, to- 
tal CPI inflation is projected to rise 
temporarily above 4 per cent, peaking in the 
first quarter of 2009. As energy prices stabi- 
lize and with medium-term inflation expec- 
tations remaining well anchored, total 
inflation is then projected to converge to the 
core rate of inflation at the 2 per cent target 
in the second half of 2009. 

Core inflation is projected to remain well 
contained and broadly in line with earlier ex- 
pectations, averaging close to 1.5 per cent 
through the third quarter of this year and ris- 
ing to 2 per cent in the second half of 2009. 

The three major developments affecting 
the Canadian economy pose significant up- 
side and downside risks to the base-case pro- 
jection. Weighing the implications of these 
developments, the Bank views the risks to its 
base-case projection for inflation as balanced. 

Against this backdrop, the Bank of 
Canada kept its key policy rate unchanged 
at 3 per cent on 10 June and on 15 July, and 
judges that the current level of the target 
for the overnight rate remains appropri- 
ate. The Bank will continue to monitor 
carefully the evolution of risks, together 
with economic and financial develop- 
ments in the Canadian and global econo- 
mies, and set monetary policy consistent 
with achieving the inflation target over 
the medium term. 


Recent Economic 
Developments 


Global Developments 

Global economic growth, while slowing, ap- 
pears to have been stronger in the first half of 
2008 than expected at the time of the April 
Report. Global inflation has risen significantly, 
reflecting sharp increases in energy and food 
prices (Chart 1). 


Chart 1 Total Consumer Price Index 
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The main factor behind the recent surge 
in world energy and food prices appears to 
be the strong trend growth in many emerg- 
ing-market economies and the resulting rise 
in their demand for commodities. Overly 
accommodative monetary policies have fed 
domestic demand and further exacerbated 
inflationary pressures in several emerging 
Asian economies. Limited growth in world 
oil supplies has also been a factor in pushing 
crude oil prices to record levels. 

The U.S. economy grew at a modest 
pace in the first half of 2008, owing to fur- 
ther sharp declines in residential investment 
and weak household spending on durable 
goods, especially automobiles. However, 
consumption was somewhat more resilient 
than expected, supported by the early arriv- 
al of fiscal rebate cheques. Overall, the com- 
bined effect of a large overhang in the 
supply of housing, rising energy prices, de- 
clining employment, and continuing dis- 
ruptions in financial markets has weighed 
heavily on U.S. domestic demand. Net ex- 
ports remained the main source of strength 
in the U.S. economy. 

While GDP growth in both Europe and 
Japan was stronger than anticipated in the 
first quarter of 2008, reflecting temporary 
factors, recent data indicate that growth in 
the second quarter will likely be weaker ow- 
ing to spillover effects from the U.S. slow- 
down and ongoing unsettled conditions in 
global financial markets. 


o- NOY WO fF OU DN ODO © 


MONETARY POLICY REPORT UPDATE: JULY 2008 


Canadian Economic Activity 

In Canada, real GDP growth was weaker 
than expected in the first quarter, with the 
economy contracting at an annual rate of 
0.3 per cent, compared with the 1.0 per cent 
growth that had been projected in the April 
Report.' In contrast, real gross domestic in- 
come (GDI) increased at an annual rate of 
2.4 per cent in the quarter, owing to a further 
8.1 per cent (at an annual rate) improvement 
in Canada’s terms of trade.* On a year-over- 
year basis, this real income measure is up 
nearly 4 per cent as a result of the significant 
rise in the prices of many commodities that 
Canada produces (Chart 2). The growth of 
household spending in Canada, neverthe- 
less, fell short of expectations in the first 
quarter, and the decrease in inventory invest- 
ment was considerably larger than expected. 


Chart 2 Real Gross Domestic Income and Real GDP 


Year-over-year percentage change 


Real gross 
domestic income* 


Real GDP 


imports. Spending on imported goods and 
services, which had surged in the last half of 
2007, in line with the sharp appreciation of 
the Canadian dollar, fell back significantly. 
The contraction in merchandise imports 
was related to the large negative inventory 
swing. Exports decreased for a third consec- 
utive quarter as a result of declining U.S. 
spending on housing and automobiles, and 
the effects of the past appreciation of the 
Canadian dollar. 

Available data for the second quarter of 
2008 suggest that annualized real GDP 
growth was about 0.8 per cent. The growth 
of final domestic demand likely remained 
solid, while net exports exerted a dampen- 
ing effect. However, inventory investment 
is not expected to have been the major drag 
on growth that it was in the first quarter. 


Estimated Pressures on Capacity 
After three quarters of below-trend growth, 
the Canadian economy is judged to have 
moved into excess supply in the second quar- 
ter of 2008. The Bank’s conventional measure 
of the output gap suggests that the economy is 
currently operating about 0.2 per cent below 
its production potential, although respond- 
ents to the Business Outlook Survey still report- 
ed some pressures on capacity, particularly in 
Western Canada (Chart 3). 


Chart 3 Estimated Output Gap and the Response 
to Business Outlook Survey Question on 
Capacity Pressures 


1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 


* Real gross domestic income is current-dollar gross domestic product 
deflated by the price index for final domestic demand. 


Output gap* 
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Net exports made a surprising positive pe a 


contribution to GDP growth in the first 
quarter, as the decline in exports was more 
than offset by a significant contraction in 


1. Statistics Canada revised GDP growth up slightly for 2006 and 
2007. Combined with the negative surprise to growth in the first 
quarter of 2008, this change implied that the level of real GDP in that 
quarter was about 0.1 per cent lower than previously projected. 2003 2004 2005 2006 2007 2008 


2. Real GDI is nominal GDP deflated by an index of the prices of * Difference between actual output and estimated potential output. The 
goods and services purchased by Canadians rather than the estimate for the second quarter of 2008 is based on a projected rise in 

; f acand : d A byi@anadiane litters output of 0.8 per cent (at annual rates) for the quarter. 
prices of goods and services produced by adians. 1 ** Percentage of firms indicating that they would have either some or signif- 
from real GDP because the goods and services purchased by icant difficulty meeting an unanticipated increase in demand/sales. 
Canadians differ from the goods and services produced domesti- 
cally, and changes in the terms of trade thereby affect the purchas- 
ing power of the income generated in production. 
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Inflation and the 2 Per Cent Target 
Total CPI inflation has been higher than ex- 
pected in the April Report, reflecting the im- 
pact of higher prices for crude oil on gasoline 
prices, as well as a marginally higher core rate 
of inflation. The 12-month rate of increase in 
the total CPI rose from 1.4 per cent in March to 
2.2 per cent in May (or from 1.9 to 2.8 per cent, 
respectively, if the effect of changes in indirect 
taxes is excluded). 

The core rate of inflation averaged 
1.5 per cent in April and May, up from a low 
of 1.3 per cent in March (Chart 4). The 
downward pressure exerted on certain 
goods prices (especially automobile prices), 
as a result of the rise in the Canadian dollar 
to near parity with the U.S. dollar, contin- 
ued to hold the core rate down. 


Chart 4 Consumer Price Index 


Year-over-year percentage change 
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the effect of changes range 
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* CPI excluding eight of the most volatile components and the effect of 
changes in indirect taxes on the remaining components 


The Bank closely monitors a number of 
indicators of inflation expectations. The 
measure of near-term inflation expectations 
reported in the Bank’s latest Business Out- 
look Survey increased sharply, with about 
one-third of firms expecting CPI inflation to 
be above 3 per cent over the next two years. 
However, this measure is highly influenced 
by swings in energy prices and tends to re- 
verse as total CPI inflation falls in response 
to stabilizing or declining energy prices. The 
mean private sector forecast for total CPI in- 
flation in 2009 remains at 2 per cent, and 
Consensus Economics’ forecasts of inflation 
for two years and beyond have also stayed 


close to 2 per cent. Inflation expectations, as 
measured by the spread between 30-year 
conventional and Real Return bonds, have 
increased in recent months, although they 
remain well within the range experienced 
over the past several years. Liquidity and 
technical factors suggest that this measure 
should be interpreted with caution. Consid- 
ering all measures, the Bank judges that ex- 
pectations of inflation over the policy 
horizon remain well anchored to the 2 per 
cent inflation target. 


Financial Developments 


Conditions in global financial markets contin- 
ue to be unsettled. Volatility in bond and equi- 
ty markets has remained high since the April 
Report, and credit spreads on corporate debt, 
particularly for financial institutions, have 
widened. In the United States and Europe, 
spreads on short-term bank funding remain 
well above historical averages. At the same 
time, the issuance of corporate debt has im- 
proved, and financial institutions have made 
progress with regard to disclosing their bal- 
ance sheet exposures and strengthening their 
capital positions. Nonetheless, the ongoing re- 
intermediation of assets onto bank balance 
sheets and the deleveraging of the financial 
system are expected to weigh on global credit 
markets for some time. 


Canadian Credit Conditions 

Although credit conditions in Canada remain 
challenging, they are better in many respects 
than those in other major markets. For exam- 
ple, short-term credit spreads, as measured 
by the spread between short-term lending 
rates and the expected overnight rate, have 
narrowed significantly in recent months 
(Chart 5). Reflecting these improved condi- 
tions, the Bank of Canada was the first G-7 
central bank to withdraw the provision of ex- 
traordinary liquidity. While the average effec- 
tive borrowing spreads faced by banks, non- 
financial businesses, and households have in- 
creased by about 75 basis points vis-a-vis the 
overnight rate since the onset of turbulence in 
financial markets last summer, this increase 
has been more than offset by the cumulative 


MONETARY POLICY REPORT UPDATE: JULY 2008 


Chart5 Spreads between 3-Month Interbank Offered 
Rates and Expected Overnight Rates* 
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* The difference between 3-month interbank offered rates and their respective 


overnight index swaps: for the United States and United Kingdom, LIBOR; 
for the euro zone, EURIBOR; and for Canada, CDOR. 


150-basis-point reduction in the target over- 
night rate. As a result, the effective borrowing 
costs faced by banks, businesses, and house- 
holds are estimated to have fallen by about 
75 basis points over the past year. 

Growth in business credit has slowed in 
recent quarters (Chart 6), reflecting the re- 
cent contraction in economic activity and 
generally challenging credit market condi- 
tions. Non-price-related terms and condi- 
tions for bank intermediated credit have 
tightened over the past year. 

In contrast, growth in household credit 
remains robust. This likely reflects high em- 
ployment and increases in wealth and real 
income. While banks appear to have fully 
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passed on their increased borrowing costs to 
households, they do not appear to have 
tightened non-price conditions. Nonethe- 
less, the continued strength in household 
credit growth is somewhat surprising, given 
the moderation of activity in the housing 
market and the reported decline in consum- 
er confidence. The growth of household 
credit is expected to moderate in the coming 
months. 


Policy and Interest Rates 

Financial market expectations, as reflected in 
asset prices, suggest that policy rates in all the 
major economies will remain unchanged or 
increase modestly by year-end. For Canada, 
current levels of short-term interest rates in- 
corporate no change in the target overnight 
rate by year-end. 


Exchange Rate 

The Canadian dollar remains at about the 
same level as at the time of the April Report, 
having traded in a range of roughly 97.5 to 
101.5 cents U.S. While stronger commodity 
prices are generally supportive of the Cana- 
dian dollar, concerns about the outlook for 
the U.S. economy and U.S. demand for Cana- 
dian goods and services appear to have 
weighed on the currency. 


The Economic Outlook 


The Bank’s base-case projection incorporates 
the following key assumptions: a Canada/ 
U.S. exchange rate averaging 98 cents U.S.; 
energy prices evolving in line with current 
futures prices; prices for non-energy com- 
modities decreasing by about 15 per cent over 
the projection horizon; tight global credit con- 
ditions persisting through 2008, before gradu- 
ally improving in 2009; and an orderly 
resolution of global imbalances. Potential out- 
put growth in Canada is also assumed to be 
the same as in the April Report (that is, 2.8 per 
cent in the second half of 2008 and declining 
by 0.1 percentage point per year in 2009 and 
2010). 
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The Global Outlook 


In the base-case projection, global economic 
growth slows in the second half of 2008 and in 


2009, owing to weakness in the U.S. economy, 


ongoing financial market turbulence, sharply 


higher commodity prices, and more restric- 


tive monetary policy in a number of overseas 
economies. With inflation at uncomfortably 
high levels in emerging markets, growth 
should be dampened by tighter monetary 


conditions—as monetary authorities raise 


policy rates and reserve requirements, and 


real exchange rates appreciate (Table 1). 

The outlook for the U.S. economy is sim- 
ilar to that in the April Report. However, the 
average annual growth rates for 2008 and 


2009 differ because of a stronger starting 
point in the first half of 2008 and weaker 


growth through the rest of the year. The 
stronger first half reflects the boost to retail 
sales coming from the early arrival of the 
temporary fiscal stimulus. Going forward, 
continuing turbulence in financial markets, 
the ongoing correction in the housing 


Table 1 
Projection for Global Economic Growth 
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GDP shares are based on IMF estimates of the purchasing- 
power-parity (PPP) valuation of country GDPs for 2006. 
Source: IMF, WEO Update, January 2008. 

Numbers in parentheses are projections from the April 2008 
Monetary Policy Report. 

NIEs are newly industrialized economies. These include Hong 
Kong (Special Administrative Region), South Korea, Taiwan 
(Province of China), and Singapore. 


Source: Bank of Canada 


market, and significantly higher energy 
prices lead to weaker consumption and in- 
vestment. Purchases of durables, especially 
automobiles, are expected to be most affect- 
ed. Growth in the economy begins to recov- 
er in 2009, led by net exports and firming 
domestic demand growth, as credit condi- 
tions improve, the housing market stabiliz- 
es, and the effect of past monetary policy 
easing gathers strength. Annual US. 
growth is now expected to average 1.6 per 
cent in 2008, 1.5 per cent in 2009, and 3.3 per 
cent in 2010. Core inflation is expected to be 
about 2.0 per cent throughout the projection 
horizon. 


The Canadian Outlook 


Against this global backdrop and with the in- 
ventory adjustment completed, real GDP 
growth in Canada is projected to pick up in 
the second half of 2008, and to rise above 
3.0 per cent from mid-2009 to the end of 2010. 
Compared with the April Report, average an- 
nual growth is projected to be slightly lower 
this year, owing to the weakness in the first 
quarter, while projected growth for 2009 and 
2010 is essentially unchanged (Table 2). 

Final domestic demand is projected to 
be the key driver of economic growth in 
Canada over the projection horizon. Recent 
increases in global commodity prices lead to 
higher wages and salaries, higher govern- 
ment revenues, higher corporate profits and 
equity valuations, and stronger investment 
growth, particularly in the energy sector. 
Net exports exert a significant drag on 
growth through the rest of 2008, but this 
drag diminishes through 2009 and 2010 as 
the U.S. economy gradually recovers. 

Given this growth profile, excess supply 
in the Canadian economy is projected to in- 
crease further through late 2008, but to 
gradually dissipate with the acceleration in 
ageregate demand. The economy is thus 
projected to return to balance around mid- 
2010. 

Total CPI inflation for the remainder of 
2008 is expected to be sharply higher than 
projected in the last Report, chiefly because 
of much higher prices for crude oil (Table 3). 
With the price of crude oil assumed to 
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Table 2 
Contributions to Average Annual Growth of 
Real Canadian GDP? 
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stabilize near its current level, core inflation 
well contained, and inflation expectations 
well anchored, the 12-month change in the 
total CPI is expected to converge to the core 
rate in the second half of 2009 at the 2 per 
cent target. 

The core rate of inflation is projected to 
remain at about 1.5 per cent through the 
third quarter of 2008. With the earlier price- 
level adjustments of automobiles starting to 
fall out of the year-over-year calculation, the 
core rate should increase to 1.8 per cent in 


Table 3 
Summary of the Base-Case Projection® 
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respective quarter-to-quarter percentage growth at annual rates. 

c. Inthe first half of 2009, total CPI inflation is projected to be 4.3 per cent in 
the first quarter and 2.9 per cent in the second quarter. 

d. Assumption for the price of West Texas Intermediate crude oil (US$ per 
barrel), based on an average of futures contracts over the two weeks 
ending 11 July 2008. 


the fourth quarter of this year. Downward 
pressure on core inflation from excess sup- 
ply is expected to keep the core rate of infla- 
tion below 2.0 per cent through the first half 
of 2009 as the deceleration in the growth of 
housing prices largely offsets the expected 
acceleration of food prices. With the amount 
of excess supply diminishing and with 
some upward pressure from increases in la- 
bour and energy costs, the core rate is ex- 
pected to move up to 2.0 per cent in the 
second half of 2009 and stay there over the 
projection horizon. 

In this base-case projection, the momen- 
tum in domestic demand arising from 
improvements in the terms of trade, 
the normalization of credit conditions 
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through 2009, and the gradual recovery 
of the U.S. economy, act to bring the econo- 
my back to potential around mid-2010. 


Risks to the Outlook 


The three major developments affecting the 
Canadian economy pose significant upside 
and downside risks to the Bank’s base-case 
projection. 

On the upside, domestic demand could 
be greater than projected, given the strength 
in Canada’s terms of trade and the momen- 
tum of household credit growth. In addi- 
tion, potential output growth could be 
lower than assumed, given the ongoing 
weakness in labour productivity associated 
in part with the reallocation of resources 
across sectors. Global inflationary pressures 
could also lead to higher-than-projected im- 
port costs for Canada. 


On the downside, commodity prices 
could be weaker than assumed. Growth in 
the United States could also be weaker than 
expected, particularly in those sectors that 
are most relevant for Canadian exports. In 
addition, continued strains in global finan- 
cial markets could have a greater-than-pro- 
jected impact on global growth and on the 
cost and availability of credit in Canada. 

Weighing the implication of these con- 
siderations, the Bank views the risks to 
its base-case projection for inflation as 
balanced. 


The Monetary Policy Report and the Update are available on the Bank’s website at: 


<http:// www.bankofcanada.ca>. 


Copies can also be obtained by contacting the Bank at: 
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